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Lokken: The Effects of Capital Gains and Losses on the Credit for Foreign

THE EFFECTS OF CAPITAL GAINS AND
LOSSES ON THE CREDIT FOR FOREIGN INCOME TAXES
LAWRENCE LOKKEN*

Foreign income taxes paid by a citizen or resident of the United States
or by a domestic corporation are generally allowed as a credit against the
taxpayer's income tax liability to the United States. Section 904 limits the
credit, however, so that it may not exceed the tax, before credit, of the United
States on foreign income. The limitation is intended to restrict the credit
to its role of eliminating international double taxation and to preclude the
credit from offsetting United States tax on domestic income.
The Tax Reform Act of 1976 substantially amended section 904.1 The
amendments establish an overall limtiation as the general rule of section
9042 and repeal a per-country limitation that was previously allowed as an
alternative to the overall limitation. 3 The amendments also add several
special rules to refine the overall limitation. The new rules restrict the
classes of capital gains that are treated as foreign income in determining the
limitation. 4 They also adjust the limitation to reflect restrictions on the deductibility of capital losses and the preferential tax rate for long-term capital
gains of corporations. 5
This article describes the special rules for capital gains and losses, examines
their technical applications, and evaluates the adequacy of the rules as tools
for achieving the goals set for them.
THE POLICIES OF SECTION

904

United States persons6 who do business and invest abroad are commonly
subject to income taxes in more than one country. They are taxed by the
United States on their worldwide income 7 and therefore pay income taxes to
OB.A., Augsburg College, 1960, J.D., University of Minnesota, 1967, Professor of Law,
University of Florida.
1. Pub. L. No. 94-455, §§503(b)(1), 508, 1031(a), (c), 1032(a), (c), 1034, 1051(e), (i)
1901(b)(10)(B), (d), 90 Stat. 1520. The amendments are generally referred to by their section
numbers in the Internal Revenue Code of 1954, as amended.
2. I.R.C. §904(a).
3. Pub. L. No. 94-455, §1031(a), 90 Stat. 1520.
4. I.R.C. §904(b)(3)(C).
5. I.R.C. §904(b)(2). The 1976 Act also added a set of rules that modified the limitation
for taxpayers who have overall foreign losses. I.R.C. §904(f). See note 13 infra.
6. I.R.C. §7701(a)(30). The term "United States persons" is used here to refer to
individuals who are citizens or residents of the United States and domestic corporations,
trusts and estates. See §7701(a)(30). The term "foreign persons" as it appears throughout
this article refers to individuals who are neither citizens nor residents of the United States
and foreign corporations, trusts and estates.
7. Tax is imposed on taxable income. I.R.C. §§1, 11. Taxable income is gross income
less all allowable deductions. I.R.C. §63. Gross income is defined for United States persons
as "all income from whatever ,ource derived .. " I.R.C. §61(a). Gross income of a foreign
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at least two countries whenever they have income that is subject to tax abroad.
To eliminate the burdens on investment and trade that may result from international double taxation, the United States allows credit against its income
tax for income taxes imposed by foreign countries." The credit provisions
reflect the policy that the country of a taxpayer's domicile should yield tax
jurisdiction, to the extent necessary to eliminate double taxation, to foreign
countries that are the sources of all or a portion of the taxpayer's income.
The credit is generally allowed for foreign income taxes paid by citizens,
residents, and domestic corporations. 9 The credit is usually denied to foreign
persons because the United States taxes them only when it is, generally speaking, the country of source.10
A credit is probably the only mechanism that can effectively and
efficiently alleviate the effects of overlapping income taxes. The deduction for
11
foreign income taxes, which may be claimed in lieu of the credit, reduces
double taxation by removing the revenues used to pay foreign taxes from
the United States tax base. Unless foreign income taxes are imposed at an
effective rate that approaches or exceeds 100 percent, however, the deduction
person, in contrast, includes only income from sources within the United States and income
deemed effectively connected with the conduct of trades or businesses in this country. I.R.C.

§§872(a), 882(b).
8. I.R.C. §901(a), (b). Credit is also allowed for taxes imposed by possessions of the
United States and by Puerto Rico, which is generally treated as a possession for tax
purposes. I.R.C. §7701(c).
9. I.R.C. §901(b).
10. Section 906 allows the credit to nonresident aliens and foreign corporations that
are engaged in trades or businesses in the United States. Section 906 is, however, a provision
of rather limited application and its policies differ somewhat from those underlying the
credit allowed to domestic persons.
Foreign persons are taxed by the United States at the rates applied to United States
persons, but only on their taxable incomes deemed effectively connected with the conduct
of trades or businesses in the United States. I.R.C. §§871(b)(1), 882(a)(1). A few items of
foreign source income are treated effectively as connected income. I.R.C. §864(c)(4). Imposition of United States tax on those items was found necessary to prevent the United States
from becoming a tax haven country. Because a tax haven scheme is frustrated by any
country's imposition of tax, the policy of the rule is accomplished by any combination of
United States and foreign taxes that equals the normal United States rate. Credit is therefore
allowed for all foreign taxes on foreign source income included in the taxable incomes of
foreign persons. S. REP. No. 1707, 89th Cong., 2d Sess. 44, 1966-2 C.B. 1059, 1089-90.
Section 906 also provides rather confusingly for credit for some foreign taxes on income
from domestic sources. Foreign taxes on United States source income of a foreigner are
taken into account as potentially creditable taxes if they are imposed by a country other
than the taxpayer's home country. I.R.C. §906(b)(1). The rule seems designed to provide
relief when a foreigner is subject. to conflicting source claims by the United States and
another country. However, the pre-credit tax of the United States on domestic source
income is not a part of the credit limitation. I.R.C. §904(a). Foreign taxes on domestic
source income are creditable, therefore, only when they slide into a limitation provided by
foreign income that is taxed abroad at less than United States rates.
Credits allowed by §906 are subject to the limitation provisions of §904, including all
of the special rules discussed in this article. Specific references to the application of the
limitation of foreign persons are, however, made only occassionally.
11. The deduction is allowed by §164(a)(3). Section 275(a)(4) denies the deduction to
taxpayers who claim the credit for foreign income taxes.
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does not eliminate double taxation because United States taxable income,
after it is reduced by the deduction, still includes part of the income taxed
abroad. 1 2 Assume a taxpayer has taxable income, determined without regard
to the deduction for foreign income taxes, of $1,000. Taxable income includes
$100 that was earned abroad and was subject to foreign income taxes of $40.
If foreign income taxes are taken as a deduction, taxable income is reduced to
S960, but includes $60 that is taxed abroad. That $60 is doubly taxed. If
foreign income taxes are $100, on the other hand, the deduction eliminates
double taxation by removing all foreign income from taxable income. The
former case is obviously more typical and demonstrates the general inadequacy of the deduction as a remedy for double taxation.
An exclusion of foreign income from United States taxable income would
leave no possibility of double taxation resulting from our tax. It would not,
however, be an efficient means of eliminating double taxation because the
tax burdens of persons with foreign income would often be less than those of
persons with only domestic income. Assume a taxpayer, who is normally taxed
by the United States at a flat rate of 48 percent, has $100 of foreign income.
An exclusion of the foreign income would reduce United States tax by $48. If
foreign income taxes on the excluded income are S40, aggregate income
taxes, domestic and foreign, would be $8 less than the United States tax on a
person with the same amount of income derived entirely from sources within
the United States. Although the goal of eliminating double taxation requires
the removal of a detriment that taxpayers with foreign income otherwise
suffer, it does not require that foreign income ever be given a preferred position. 13
A credit can be both efficient and effective. Assume a taxpayer has taxable
income of $100 from foreign sources and pays foreign income taxes of $40.
If the United States tax rate is a fiat 48 percent, United States tax on the
foreign income is $48 before credit and $8 after the credit is allowed. The
sum of all taxes on the income, $40 to foreign countries and $8 to the United
States, equals the United States tax that would have been paid if all income
were from domestic sources. The credit eliminates double taxation without
creating a preference for foreign income.
12. Because United States tax rates, individual and corporate, are graduated, the
deduction eliminates double taxation when foreign taxes are imposed at rates somewhat
less than 100 percent. Avoidance of double taxation never requires more than an abatement
of the United States tax on foreign income, determined by the average or effective rate
at which United States tax is imposed. If one-third of all income is foreign, for example,
one-third of the United States tax is attributable to foreign income and no more than
one-third of the tax need be abated to eliminate double taxation. The tax savings produced
by a deduction, in contrast, is determined by the highest marginal rate applicable to the
taxpayer. If the effective rate of tax is 30 percent, the United States tax attributable to
$100 of foreign income is $30. If, at the margin, a deduction of $75 reduces tax by $30, a
deduction of that amount for a 75 percent foreign income tax eliminates double taxation.
13. One may argue for an exclusion of foreign income on other grounds. Some contend,
for example, that an exclusion is necessary to allow United States companies to do business
in foreign markets on an equal footing with their local competitors. Such arguments, are,
however, unrelated to the problem of double taxation.
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In other situations, however, double taxation is abated efficiently only if
credit is allowed for less than all income taxes paid to foreign countries.
Assume a taxpayer pays foreign taxes of $60 on $100 of foreign income. United
States tax on the foreign income, assuming a flat rate of 48 percent, is $48
before credit. Double taxation is eliminated by a credit of $48. If credit is
allowed for all of the $60 paid in foreign income taxes, $12 of the credit
offsets United States tax on income that is not taxed by foreign countries.
When income is taxed abroad more heavily than in the United States, the
policy of eliminating double taxation demands only that United States tax
on the income be abated; it does not require that the United States absorb
the added burden a taxpayer assumes by doing business or investing in a
country that taxes the resulting income more heavily than the United States.
Similarly, if foreign taxes are imposed on income that is not taxed by the
United States, there is no double taxation and no credit is necessary.
Section 904 is intended to provide the fine tuning needed to restrict the
credit for foreign income taxes so that it benefits taxpayers no more than is
required to eliminate double taxation. Very generally, the provision limits the
credit to the United States tax, before credit, that is attributable to foreign
income. Although the principle is quite simple in concept, its application
raises several difficult issues, two of which are addressed by the provisions
discussed in this article.' 4 One is the problem of identifying the income items
14. A third group of problems, those arising from the fact that the limitation is
determined annually and generally without regard to occurrences in other years, is not a
target of the provisions examined in, this article. The two provisions that modify the
annual determination of the limitation, the credit carryback and carryover rule of §904(c)
and the overall foreign loss rule of §904(f), are described briefly in the paragraphs that
follow. I.R.C. §§904(c), 904(f).
. Section 904(c) allows foreign income taxes that exceed the limitation in the year
they
are imposed to be carried (in order of time) to the two preceding years and the five
following years. The excess taxes are allowed as a credit to the extent the limitation for a
carryback or carryover year is greater than the foreign income taxes imposed in that year.
The rule is provided to relieve an inequity that otherwise arises when foreign accounting
rules differ from our own. H.R. REP. No. 775, 85th Cong., Ist Sess., 262 1958-3 C.B. 811, 837-38.
Assume, for example, that a receipt is taxed by country X in one year but is not recognized
as gross income for United States tax purposes until the next year. If the taxpayer has no
other foreign income, his credit limitation is zero in the year the foreign tax is imposed.
The credit limitation is greater than zero in the next year, but he is not subject to foreign
taxes in that year. Credit would be permanently denied, but for the carryover rule which
allows the foreign tax paid in the first year to be used as a credit in the second year.
Section 904(f) was added in 1976 to take away a windfall that was previously reaped by
some taxpayers who incurred foreign losses. S. REP. No. 988i 94th Cong., 2d Sess. 239-40,
1976-3 C.B. (Vol. 3) 277-78. To illustrate the problem, assume a taxpayer sustains a net
loss of $100 in his foreign activities in one year and recoups the loss by realizing foreign
source taxable income of $100 in the next year. The loss of the first year is deductible
against domestic income of that year and hence produces a tax reduction approximately equal
to the tax on the foreign income of the next year. Over the two year period the pre-credit
tax on foreign income is approximately zero. Little or no credit is needed to abrogate
double taxation. The general rule of §904 provides a limitation in the second year, however,
equal to the pre-credit tax on the foreign income of that year alone. To deny credit in
such cases, §904(f) provides that a taxpayer who sustains an overall foreign loss in any
year must recharacterize subsequent foreign income as domestic income until he has made
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that are to be treated as foreign income. The other is the need to decide
upon the extent to which income items and the taxes thereon are to be
aggregated in measuring the limitation.
The problem of source identification could be solved by treating as
foreign any income that is taxed by foreign countries and thereby limiting
the credit to the United States tax, before credit, that is attributable to income
subject to tax abroad. A limitation so determined would, however, be neither
conceptually correct nor administratively feasible. The imposition of a foreign
income tax does not prove that income is in any sense foreign. A United
States citizen who resides in a foreign country may, for example, be taxed by
the country of his residence on all income, including income from United
States sources. The principle of the credit-that a country basing its tax
claim on the taxpayer's domicile or nationality should yield tax jurisdiction
to the country of source--is not served by allowing credit against United
States tax for foreign taxes on income that all concede to be from sources
within this country.
The limitation could be defined, consistently with the policy of the credit,
as the United States tax attributable to income taxed by foreign countries
that base their tax claims on income source. The administration of such a
limitation would, however, be difficult because its application would always
depend upon foreign law. 15 Every claim for credit would raise the question
whether foreign taxes were imposed on the basis of source or domicile. There
would also be the problem of identifying the specific portions of United
States taxable income that were included in the tax bases of foreign countries.
Variances between the tax laws of the United States and those of any one
foreign country would provide points of controversy almost without number. 16
The Congress has therefore used our conceptions of income source in defining the limitation. Specifically, the credit is limited to the pre-credit
up the loss deduction taken against domestic income. The effect of the recharacterization is
to remove from the limitation the pre-credit tax on foreign income that recoups prior
foreign losses. The recapture rule is softened somewhat, however, by a provision that
the rule need not reduce the limitation by more than 50 percent in any year.
15. A limitation so defined may also be objected to on the ground that the principle
of the credit- that taxing power should be yielded by the country of domicile to the
country of source- does not require that a country of domicile accept source determinations
made by other countries. Arguably, the country of a taxpayer's domicile should deny credit
for taxes imposed by other countries on the basis of erroneous or overreaching determinations
of source. The validity of the argument depends upon the reason for our government's
adoption of the credit principle. If the principle was adopted as a measure of generosity
toward other countries or to encourage trade with countries whose laws are reasonably
hospitable toward foreigners, it is appropriate that the United States deny credit for
foreign taxes based on spurious source claims. A policy based on a belief that all trade is
good for us and that we benefit by the removal of all impediments upon international
economic relations, in contrast, requires that double taxation be abated regardless of the
validity of any foreign tax claim. See note 20 infra.
16. The great variety of detail reflected in the tax systems of the world and the
difficulties of proving foreign law have caused a great volume of litigation on whether
various foreign taxes are income taxes. See OWENS, THE FoRarcN TAX COEDrr, at 25-88 (1961).
A credit limitation that turned on foreign law would generate disputes much larger in
number and complexity.
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tax attributable to "taxable income from sources without the United
States.. ."17 as determined by the source rules of United States law.'8 Although
this approach eliminates the problems inherent in a limitation determined by
foreign law, it has problems of its own. If the United States and another
country both claim to be the source of an item of income, United States tax
on the income is not included in the limitation. The limitation may deny
credit for tax paid to the other country 9 and double taxation may exist unabated.20 Elimination of this inequity is a principal goal of income tax treaties
17. I.R.C. §904(a). Stated more fully, the limitation is the United States tax, before
credit, multiplied by the following fraction:
Taxable income from sources without the United States
Entire taxable income
The limitation may also be expressed as taxable income from sources without the United
States, multiplied by the effective rate of United States tax, before credit, where the
effective rate is the following fraction:
Pre-credit tax of the United States
Entire taxable income
18. The phrase "taxable income from sources without the United States" is defined in

§§862(b) and 863(a) as gross income from foreign sources less deductions allocated and
apportioned to that gross income. Sections 861-63 and the regulations under those provisions
contain the rules that categorize items of gross income as foreign or domestic. The rules
for allocating and apportioning deductions among gross income from various sources are
found in Treas. Reg. §1.861-8 (1977).
19. Because the limitation is determined on an overall basis, conflicting source determinations of this sort do not always deny credit for foreign taxes on the disputed income.
Assume a taxpayer's taxable income from sources without the United States, as determined
by the United States source rules, is $100. A foreign country taxes that income and another
$100 that our law treats as income from domestic sources. If the United States tax rate is
assumed to be a flat 48 percent, the credit limitation is $48. Foreign taxes on the $200
taxed abroad are fully creditable so long as the effective rate of foreign taxes is no more
than 24 percent. I.R.C. §904(a). Furthermore, when the credit limitation bars current credit,
the taxes that are not currently creditable may be carried back and forward to other years.
See note 14, supra.
The overall rule and the credit carryback and carryover provision merely obscure the
problems resulting from conflicting source determinations and cannot be viewed as solutions.
When a taxpayer invests or does business in a country with tax rates about as high as
ours, source conflicts, especially those affecting recurring items or a large portion of a
taxpayer's income, often deny credit permanently for amounts that must be creditable to
eliminate double taxation.
20. If a source determination of a foreign country that differs from the characterization
given by our law is deemed erroneous and overreaching, any double taxation that results,
one might argue, is the responsibility of the foreign country and should not be eliminated
by a credit allowed by the United States. See note 15 supra. The mere fact of conflict
between United States and foreign source determinations does not prove, however, that
the foreign determination is in error. The source rules of United States law reflect more
arbitrary judgments than immutable principles. The rules for dividends and interest provide a good example. Dividends and interest paid by a domestic corporation are United
States source income to the recipients unless the payor derives less than 20 percent of its
gross income from domestic sources. I.R.C. §861(a)(1)(B), (2)(A). When 50 percent or more
of the gross income of a foreign corporation is effectively connected with the conduct of
a trade or business in the United States, a ratable portion of dividends and interest paid
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the United States has made with many countries. 21 If United States law attributes income to foreign sources, but the income is not taxed by any
foreign country, 22 the limitation is too large and excessive credit may be allowed
for foreign taxes on other income.23 This anomaly has not been systematically
24
attacked by statute or treaty.
by the corporation is deemed from United States sources. I.R.C. §861(a)(1)(D), (2)(C). Assume
a domestic corporation derives 75 percent of its gross income through a trade or business
conducted in a foreign country that has adopted all source rules of United States law. If
the remainder of the corporation's gross income is from United States sources, the 20 percent
rule characterizes dividends and interest paid by the corporation as income entirely from
United States sources. But, the foreign country's adoption of the 50 percent rule leads it to
treat 75 percent of the same dividends and interest as income from sources within its
borders.
Because the United States rules cannot be regarded as the only correct rules, a denial
of credit caused by conflicting source determinations must be viewed as inconsistent with
the policy of the credit.
21. The twenty-six bilateral income tax conventions to which the United States is a
party differ in detail, but share the common goal of eliminating double taxation of residents of the signatory countries and adopt similar techniques for accomplishing that end.
The convention between the United States and Belgium is a recent and fairly typical
example. The convention specifies the classes of income of residents of each country that
may be taxed by the other country. Income Tax Treaty, United States-Belgium, July 9,
1970, arts. 6-20, [1970] 23 U.S.T. 2687, T.I.A.S. No. 7463. It requires that the United States
grant credit to its residents for taxes paid to Belgium and provides that the limitation
on the credit so allowed is the "United States tax attributable to income from Belgium
sources." Id., art. 23(2). For this purpose, Belgium source income of United States residents
is the income the convention allows Belgium to tax. Id. By this means, the source determinations of the United States and Belgium are harmonized in their applications to United
States residents.
22. The absence of a foreign tax may be attributable to either of two causes. The
foreign country identified by the United States rules as the source of income may not regard
itself as the source or the foreign country of source may agree that it is the source but
choose not to tax the income.
The rules governing income from the purchase and sale of goods illustrate the first situation. Under United States law such income generally has its source in the country where
title passes from the taxpayer to his buyer. See note 25 supra. Many countries tax business
income of foreigners only when it is attributable to a permanent establishment of the
taxpayer in the taxing country. See, e.g., WORLD TAX SERIES, SWITZERLAND, at 716-25 (1973).
If a domestic corporation having no permanent establishment abroad purchases goods in
the United States and sells them under contracts providing that title passes to the purchasers
in Switzerland, for example, income from the activity is assigned to foreign sources by
United States law but is not taxed in Switzerland.
The second type of case is illustrated by the capital gains rules. Many countries, including
the United States, do not tax capital gains of foreigners unless derived in local businesses.
S. REP. No. 938, 94th Cong., 2d Sess. 243, 1976-3 C.B. (vol. 3) 281. When United States
persons realize capital gains that are labeled foreign source by our law, there is usually no
foreign tax even though the country of sale agrees with the United States source determination.
23. To illustrate, assume a taxpayer has taxable income of $200 that is attributed to
foreign sources by United States law. Only $100 is taxed by foreign countries. If the United
States tax rate is assumed to be a flat 48 percent, the United States tax on the income taxed
abroad is $48 and no more than $48 of credit need be allowed to eliminate double taxation.
The limitation, however, is $96.
24. The windfalls are not eliminated by the treaties because they commonly provide,
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Some of the source rules of our law allow excessive windfalls to be created
by manipulation. Income from the purchase and sale of personal property,
for example, generally has its source at the place where title passes from the
taxpayer to his buyer. 25 Because title usually passes at the time and place
agreed upon by the parties to a sale 26 and because their agreement on that
matter often has little effect upon the substance of their legal relationship,2 7 a
seller, given a cooperative buyer, can usually choose the place that will be
treated as the source of income from a sale.s If a seller does not have sufficient
like the Belgian convention, that "the provisions of this Convention shall not be construed

to restrict in any manner any exclusion, exemption, deduction, credit or other allowance
now or hereafter accorded... by the laws of one of the Contracting States in the determlnation of the tax imposed by that Contracting State. . .. " Id., art. 28(2). The treaties, in
sum, benefit taxpayers, but never deny tax reducing allowances provided by statute.
25. Income from the purchase and sale of personal property has its sources in the
country of sale. I.R.C. §§861(a)(6), 862(a)(6); Treas. Reg. §1.861-7(a), T.D. 6500 (1960). A

sale is deemed to occur where "the rights, title and interest of the seller in the property
are transferred to the buyer." Treas. Reg. §1.861-7(c), T.D. 6500 (1960). The title passage

rule does not apply, according to the regulations, when a seller retains bare legal title
after beneficial ownership and risk of loss pass to his buyer or when an agreement on
title passage is motivated primarily by a tax avoidance purpose. Id. The government has, however, been notably unsuccessful in its attempts to assign sales income to countries other
than the places of title passage. E.g., Barber-Greene Americas, Inc., 35 T.C. 365 (1960), acq.,
1961-2 C.B. 4, 1964-2 C.B. 4. The title passage rule can safely be viewed as inviolate whenever buyer and seller agree that title and risk of loss pass at the same time, even though
the primary purpose of the agreement is to avoid taxes.
The rules described above apply only to income from the sale of personal property that
is sold essentially as it was when purchased by the taxpayer. Income from the sale of
goods that a taxpayer manufactures or processes is apportioned between sources in the
country of manufacture or processing and the country of sale. I.R.C. §863(b); Treas. Reg.
§1.863-3, T.C. 6500 (1960). The title passage rule also determines where a sale is deemed
to occur in this context, Treas. Reg. §1.863-3(a)(2), T.D. 6500 (1960), and therefore has a
decisive, if not enveloping, role in determining the source of all income from the sale of
personal property.
26. An agreement on title passage will control the issue, for example, if the transaction
is governed by the Uniform Commercial Code. U.C.C. §2-401(l).
27. Traditionally, a primary function of the title concept in sales law was to determine
when the risk of loss passed from seller to buyer. The Uniform Sales Act so provided. U.S.A.
§22. The Uniform Commercial Code, however, provides separately for the allocation of
risk of loss and title passage. U.C.C. §§2-319, 2-320, 2-401(1). Title has become a residual
concept under the Uniform Commercial Code that governs those aspects of the legal
relationship of buyers and sellers that are not specifically provided for. The title passage
rule can safely be relied upon, however, only when title and risk of loss pass together.
28. A seller can be reasonably sure that his choice will be honored for tax purposes,
however, only if he contracts to pass the risk of loss at the same time that title changes
hands. The source rules applicable to income from the purchase and sale of goods developed
before the widespread enactment of the Uniform Commercial Code, when the issue of title
passage determined the point at which risk of loss devolved upon the buyer. See notes 25
and 27 supra. None of the cases raising the issue of source has involved contracts under
which the passage of title and risk of loss were separated. The regulations provide that a
sale occurs when beneficial .ownership passes from seller to buyer if the seller retains bare
legal title after the risk of loss falls on the buyer. Treas. Reg. §1.861-7(c), T.D. 6500 (1960).
This should be read to 'say that the shifting bf risk of loss, not title, is the determinative
fact when the two are separated. Notwithstanding the reluctance of the courts to depart
from a mechanical application of the title passage rule, they may do so in this context.
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contact with any foreign country to attract a foreign tax on his income, but
seller and buyer agree that title will pass abroad, the source rule causes the
credit limitation to be larger than the credit needed to eliminate double taxation.
The Congress decided in 1976 that the title passage rule, as applied to
capital gains, was so amenable to manipulation that change was required.
Most countries, including the United States, do not tax foreigners on gains
from the sale of investment assets.2 9 The United States source rule and the
capital gains rules of foreign countries allowed taxpayers to inflate their
credit limitations with foreign source income not taxed abroad by simply
arranging sales of capital assets so that title passed in foreign countries. To
preclude such manipulations, the 1976 amendments negate the title passage
rule in a few of its former applications, but only for purposes of determining
the credit limitation. Specifically, the amendments assign most capital gains
from the sale or exchange of personal property to United States sources.3 0 A
capital gain realized by a sale or exchange without the United States is deemed
foreign only if the gain is taxed at an effective rate of at least 10 percent or
has substantial economic ties with countries other than the United States.
The special source rule for capital gains is one of the topics of this article.
The other amendment discussed in this article relate to the second of the
quandaries inherent in the limitation concept: To what extent should income
items and the taxes thereon be aggregated in applying the limitation? The
credit could be limited without aggregation by restricting the credit for
foreign taxes on each item of income to the United States tax, before credit,
attributable to that item. An item-by-item limitation is, however, not administratively feasible.31 Section 904 and all of its predecessors have limited
this credit by rules that require aggregation.3 2 The overall limitation that is
When goods are insured in transit, however, it is not a matter of great moment whether
title passes when the seller delivers them to a common carrier or when the buyer receives
them.
29. S. REP. No. 938, 94th Cong., 2d Sess. 243, 1976-3 C.B. 49, 281.

30. I.R.C. §904(b)(3)(C).
31. See note 16 supra and accompanying text.
32. The general rule of §904 and its predecessors has at various times been the overall
limitation, the per-country limitation, and combinations of the two limitations. The overall
limitation restricts the credit for foreign income taxes to the United States tax, before credit,
multiplied by the following fraction:
Taxable income from sources without the United States
Entire taxable income
I.R.C. §904(a). The credit is limited, in other words, to the pre-credit tax that is ratably
attributable to foreign income. The per-country limitation restricts the credit for income
taxes imposed by each country to the United States tax, before credit, multiplied by the
following fraction:
Taxable income from sources within that country
Entire taxable income
See I.R.C. §904(a)(1) as in effect prior to amendment in 1976. All foreign income is aggregated
in applying the overall limitation, while the per-country limitation aggregates only those
income items that have their source in the same country.
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presently the general rule of section 904 is applied by aggregating substantially
33
all items of foreign income.
The principal disadvantage of aggregation is that it causes tax rates to be
averaged. Assume a taxpayer has two items of foreign income of $100 each.
Foreign taxes are $40 on one item and $55 on the other. United States tax
on each item, assuming the rate to be a flat 48 percent, is $48. Double taxation
is fully eliminated by allowing credit for all foreign taxes on the lightly
taxed item and $48 of the $55 in foreign taxes imposed on the second item.
If the two items are aggregated in applying the limitation, credit is allowed
for all foreign income taxes because the pre-credit tax of the United States
on the two items ($96) exceeds the foreign income taxes ($95). Aggregation
causes foreign tax rates (40 and 55 percent) to be averaged and allows credit
for all foreign taxes when the weighted average of the foreign rates (47.5
percent) does not exceed the effective rate of United States tax (48 percent).
The undesirable effects of rate averaging are maximized by an overall
limitation that aggregates substantially all foreign income. The principal
alternative to the overall limitation, the per-country limitation, allows credit
for income taxes of any country to the extent of the pre-credit United States
tax on income from that country. It restricts rate averaging,3 4 but the Congress
found it unduly generous to taxpayers who have losses in some foreign
countries and profits in others.35 The faults of the overall limitation have
therefore been accepted as the lesser of the evils.
The overall rule was the limiting principle from 1921, when the first predecessor of §904
was enacted, until 1932 and it was reinstated as the general rule of §904 by the Tax Reform
Act of 1976, 26 U.S.C. §1-7852 (1976). The per-country limitation was the rule from
1954 through 1976. During the period 1932 to 1954 the maximum credit was the lesser of
the per-country or overall limitation. From 1961 through 1975 the two rules were alternatives,
at the election of taxpayers. OWENs, THE FOREIGN TAX CRmrT, at 195-202 (1961).

33. As the rule is stated in §904(a) all foreign income is aggregated. However, the
special rules of §904(b) and (d) remove a few items from the hotchpot. I.R.C. §904(a),
(b), (d).
34. The per-country limitation does not preclude all rate averaging. When a foreign
country grants a rate preference for certain categories of income, the per-country limitation
averages the preferential and normal rates whenever a taxpayer is taxed at both rates.
Treaties to which the United States is a party, for example, restrict the rates at which
United States persons can be taxed by other countries on investment income, but allow
them to be taxed at the normal foreign rates on business income. E.g., Income Tax Treaty,
United States-Belgium, July 9, 1970, arts. 7, 10, 11 (1970), 23 U.S.T. 2687, T.LA.E. No. 7463.
Excess credit is allowed by the per-country limitation when the general rates imposed by a
foreign country exceed the United States rates, but the foreign preferential rate is lower.
When United States law assigns income to sources within a foreign country, but that
country does not tax it, the per-country limitation averages the zero rate of foreign tax on
that item with the rate at which the foreign country taxes other income of the taxpayer.
Also, rate differentials may arise from the rule allowing income taxes of political subdivisions of foreign countries to be credited as foreign income taxes. Treas. Reg. §1.901-2(b)
(1957). A taxpayer may do business, for example, in two political subdivisions of a foreign
country that tax income at different rates.
35. S. REp. No. 938, 94th Cong., 2d Sess. 236, 1976-3 C.B. 49, 274. The problem can be
illustrated by the following example. Assume a taxpayer sustains a loss of $200 in country
X in one year, but has taxable income of $200 from sources in that country in the next
year. Country X taxes of $80 are imposed in the second year. In each of the years the tax-
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Special rules have been added to section 904 to ameliorate some of the
effects of rate averaging. Prior to 1962, it was observed that aggregation encouraged some taxpayers to switch interest bearing deposits from the United
States to foreign countries.36 Many countries have agreed by convention to tax
local source interest income of United States persons at relatively low rates
if it is not derived in the conduct of business in the taxing countries.3- An
averaging of a low rate of tax on foreign interest income with higher foreign
rates on other income sometimes allows credit for taxes on the other income
that would be denied if all interest income were domestic. The averaging
therefore encourages a taxpayer with income that is taxed more heavily by
foreign countries than by the United States to transfer interest bearing deposits
abroad. The solution to the problem is a rule that requires the limitation for
foreign taxes on most interest income to be determined separately from the
38
limitation applied to other foreign income taxes.
The 1976 amendments to section 904 include rules designed to unscramble
an averaging of United States rates that otherwise may occur under the
overall limitation. Long-term capital gains of corporations, to the extent
not offset by capital losses, are taxed at 30 percent rather than the 48 percent
rate applied to most ordinary income of corporations.3 9 The overall limitation
apportions the pre-credit United States tax ratably between the foreign and
domestic segments of taxable income. Unless adjustments are made for longterm capital gains, the apportionment averages the ordinary and capital
payer has taxable income of $300 from sources in country Y and $900 from domestic
sources.
The per-country limitation allows what the Congress saw as a double benefit in the
example. The country X loss of the first year is deductible in that year and does not, under
the per-country rule, reduce the credit allowed for country Y taxes. In the next year, United
States tax on the country X profits is reduced by the credit allowed for country X taxes.
Because the taxpayer's operations in country X show no net profit or loss over the two
year period, they should have no effect on net tax liabilities to the United States. The
credit for country X taxes of the second year, however, precludes the government from
recouping the entire tax benefit reaped by the taxpayer's deduction of the country X loss in
the first year.
The overall limitation denies the double benefit in a rather indirect way. The overall
method does not affect the deduction for the country X loss in the first year or the credit
for country X taxes in the second. The loss reduces the credit limitation in the first year,
however, because foreign source taxable income is computed by offsetting the loss against
country Y profits. The taxpayer, in sum, retains the double benefit arising from country X
operations, but may be cut down to size by loss or reduction of another benefit, credit
for taxes paid in the first year to country Y.
The problem is essentially the same as the overall foreign loss issue discussed in note 14
supra. The solutions provided for the two problems are, however, quite different.
36. S. Rae. No. 1881, 87th Cong., 2d Sess. 72, 1962-3 C.B. 703, 778.
37. The United States-Belgium convention, for example, limits to 15 percent the tax
Belgium may impose on interest income of United States residents. Income Tax Treaty,
United States-Belgium, July 9, 1970, art. 11(2) (1970), 23 U.S.T. 2687, T.I.A.S. No. 7463. The
convention permits Belgium to tax United States residents at whatever rate it chooses on
commercial and industrial profits that are attributable to permanent establishments in
Belgium. Id., art. 7(1).
38. I.R.C. §904(d).
39. I.R.C. §1201(a).
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gains rates. Assume the taxable income of a corporation is two-thirds ordinary
and one-third capital. Assume United States tax rates are a flat 48 percent on
ordinary income and 30 percent on net capital gain. The weighted average
of the two rates is 42 percent in the example, and the credit limitation under
40
the overall rule, without adjustment, is 42 percent of foreign income. If the
foreign income is ordinary, the United States tax on the income is 48 percent
and a limitation based on the average rate is too low. Conversely, the limitation is 12 percentage points too high if the foreign income is entirely capital
gain. The limitation equals the pre-credit tax on foreign income only if the
foreign income consists of ordinary income and capital gains in exactly the
same proportions as the two forms of income are represented in entire taxable
income.
The new rules treat the preferential rate for long-term capital gains of
corporations as the equivalent of a partial exclusion from taxable income
and remove the untaxed portion of the gains from foreign source and entire
taxable income. 41 When taxable income is so adjusted, ratable apportionment
of the pre-credit tax under the general rule of section 904 is more realistic.
The 1976 amendments also add rules to coordinate better section 904 with
the restrictions on capital loss deductions. Capital losses are generally deductible only against capital gains. 42 The overall limitation, without adjustment to reflect the special status of capital losses, is tilted in the taxpayer's
favor if domestic capital losses are deducted from foreign capital gains and
is biased to the taxpayer's disadvantage if foreign losses are deducted from
long-term capital gains from domestic sources.
Capital gains from foreign sources that are offset by a deduction for net
capital loss from domestic sources are in a sense not taxed by the United
States. No credit for foreign taxes on income the United States does not tax
is needed to eliminate double taxation. The new rules therefore remove capital
gains from foreign source taxable income to the extent they are offset by deductions for domestic capital losses.4 3 The limitation is therefore determined

40. Assume, for example, that foreign source taxable income is $100 and entire taxable
income is $600, consisting of $400 of ordinary income and $200 of capital gain. United States
tax before credit is $252 (48 percent of $400 plus 50 percent of $200), which is 42 percent
of entire taxable income. The credit limitation, unadjusted by the new rules, is the precredit tax ($252) multiplied by one-sixth, which is the ratio of foreign source taxable
income to entire taxable income. One-sixth of $252 is $42 which is 42 percent of foreign
source taxable income.
41. The capital gains rate for corporations (80 percent) is five-eighths of the ordinary
income rate (48 percent). The effective exclusion is three-eighths of the quantity taxed at
the preferential rate, net capital gain--the excess of net long-term capital gain over net
short-term capital loss. The new rules therefore reduce foreign source and entire taxable
income by three-eighths of the net capital gain found in each of them. I.R.C. §904(b)(2)(A)
(i), (ii).

42. I.R.C. §1211. Noncorporate taxpayers may use $2 of capital losses to produce $1
of ordinary income deduction, but the aggregate deduction against ordinary income may
not exceed $3,000 in any year. I.R.C. §1211(b). In all other instances capital gains are
deductible only against capital losses.
43. I.R.C. §904(b)(2)(A)(i), (B).
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without attributing any of the pre-credit tax to the gains. This rule applies
to all taxpayers.
When foreign capital losses are deducted against long-term domestic
capital gains, taxpayers suffer from the aggregation principle of section 904.
The tax reduction caused by a deduction of losses from long-term capital gains
is measured by the preferential capital gains rates. But foreign source taxable
income, as computed in determining the overall limitation, is the excess of
gross income from foreign sources over all deductions, including foreign
capital losses, that are allocated and apportioned to foreign income. 4 4 Foreign
ordinary income may therefore be offset by foreign capital losses in the
limitation arithmetic. Although the losses reduce pre-credit tax at the lower
capital gains rate, in sum, they may reduce the credit limitation at the
average United States rate. The Congress attempted to eliminate this inconsistency by providing that a foreign capital loss, to the extent it is deducted
against long-term capital gains from domestic sources in determining tax before
credit, is deducted only in part in computing foreign source taxable income. 4 5
This rule applies only to corporations.
The rules adjusting the credit limitation to reflect the preferential rate
for capital gains and the limited deductibility of capital losses are the topic
of the last section of this article.
THE CAPITAL GAINS SOURCE RULE

The 1976 amendments to section 904 include a rule that recharacterizes as
domestic source income many capital gains that are labeled foreign source by
the source rules of general application. 46 The purpose and effect of the new
44. I.R.C. §§862(b), 863(a).
45. A capital loss deduction taken against long-term capital gain offsets income that
would otherwise be taxed at five-eighths of the ordinary income rate. See note 41 supra.
Three-eighths of any deduction for net foreign capital loss is therefore thrown out before
it is applied against foreign ordinary income in determining the limitation. I.R.C. §904(b)(2)
(A) (iii).
46. Section 904(b)(3)(C), which states the rule and all of its exceptions, is set forth
below:
(C) Exception for gain from the sale of certain personal property. - For purposes
of this paragraph, there shall be included as gain from sources within the United
States any gain from sources without the United States from the sale or exchange
of a capital asset which is personal property which (i) in the case of an individual, is sold or exchanged outside of the country
(or possession) of the individual's residence,
(ii) in the case of a corporation, is stock in a second corporation sold or
exchanged other than in a country (or possession) in which such second corporation derived more than 50 percent of its gross income for the 3-year period ending
with the close of such second corporation's taxable year immediately preceding the
year during which the sale or exchange occurred, or
(iii) in the case of any taxpayer, is personal property (other than stock in a
corporation) sold or exchanged other than in a country (or possession) in which
such property is used in a trade or business of the taxpayer or in which such
taxpayer derived more than 50 percent of its gross income for the 3-year period
ending with the close of its taxable year immediately preceding the year during
which the sale or exchange occurred, unless such gain is subject to an income, war
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rule, which applies only in determining the credit limitation, is to remove
from the limitation the pre-credit tax that is attributable to the recharacterized

gains.4 7
The rule was added to frustrate manipulations made possible by United
States and foreign tax rules that otherwise permit many gains to be shifted
to foreign sources without payment of foreign taxes. Gains from the sale or
exchange of personal property generally have their source in the country
in which the sale or exchange occurs. 48 A sale or exchange is usually deemed
to take place where title to the property passes from the seller to the buyer.49
A gain from the sale of a security, for example, can be given a foreign source
characterization under the place of sale rule by merely causing the seller or
his agent to deliver the security to the buyer or his agent in a foreign
country. 50 If the seller is a United States person and the property sold is a
capital asset, however, delivery in a foreign country probably does not cause
that country to tax any resulting gain. Most foreign countries, like the United
States, tax capital gains of nonresidents only if they are derived in the conduct
of local business. 5' The place of sale rule thus allowed domestic taxpayers
to manipulate capital gains so they were categorized as foreign source income
for United States tax purposes, but were not taxed abroad. Taxpayers with
foreign source gains that were not taxed abroad obtained larger credits for
foreign taxes on other income than were needed to eliminate double taxation.
The new source rule for capital gains limits the place of sale rule, but only
to the extent the Congress believed necessary to curb manipulations. Because
gains from the disposition of real property have their source where the
property is located and are not amenable to source manipulation, 52 the new
rule applies only to capital gains from the sale or exchange of personal
property. Gains that are taxed abroad at rates of at least 10 percent are
excepted from the application of the rule because the Congress concluded
that a significant foreign tax, even though much less than the United States
tax, is adequate evidence that a place of sale was not chosen to avoid taxes.
Exceptions are provided for some gains that are burdened by no foreign taxes,
because the nature of the transactions by which they are realized is deemed
sufficient to dispel the inference of source manipulation. Sales and exchanges
made in the country of an individual taxpayer's residence, for example, are
usually located there for reasons of convenience and economy, and the
Congress therefore excluded gains from these transactions from the scope
of the new rule.
profits, or excess profits tax of a foreign country or possession of the United States,
and the rate of tax applicable to such gain is 10 percent or more of the gain
from the sale or exchange (computed under this chapter).
47. The role of the source rules in determining the credit limitation is more fully
explained in notes 17 and 18 supra and accompanying text.
48. I.R.C. §§861(a)(6), 862(a)(6); Treas. Reg. §1.861-7(a), T.D. 6500 (1960).
49. Treas. Reg. §1.861-7(c), T.D. 6500 (1960). The title passage rule and the scope of
its application are described in note 25 supra.
50. E.g. Hazelton Corp., 36 B.T.A. 908 (1937), nonacq., 1938-1 C.B. 44.
51. S. REP. No. 938, 94th Cong., 2d Ses. 243, 1976-3 C.B. 49, 281.

52. I.R.C. §§861(a)(5), 862(a)(5).
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When it applies, the new rule assigns gains to sources within the United
States. If a gain is encompassed by any of the exceptions to the new rule, its
source is at the place of sale, as under prior law. The new rule and its five
exceptions are described in the pages that follow.
The GeneralRule
The new rule, when not overriden by one of its exceptions, recharacterizes
as domestic source income "any gain from sources without the United States
from the sale or exchange of a capital asset which is personal property ... ",3
A capital gain realized by the disposition of personal property, in other words,
has its source in the United States for credit purposes even though the sale
or exchange occurs in a foreign country. The pre-credit tax attributable to
gains subject to the rule is thereby excluded from the credit limitation. The
rule applies most often to citizens and residents of the United States and
5
domestic corporations," 4 but a few foreign persons are also affected by it.
53. I.R.C. §904(b)(3)(C).
54. United States citizens, residents, and corporations are allowed credit, subject to
the limitation of §904, for all foreign income taxes imposed on them. I.R.C. §901(b). The
sources of their capital gains must therefore be determined whenever they are taxed by
foreign countries.
55. Nonresident alien individuals and foreign corporations are allowed credit for foreign
income taxes only when imposed on income that is effectively connected with the conduct
of trades and businesses in the United States, I.R.C. §906(a), and only that income is taken
into account in determining their credit limitations. I.R.C. §906(b)(2). Capital gains realized
by foreign sales and exchanges of stock and debt instruments may be effectively connected
income, but only when they are attributable to a United States office of the taxpayer and
are derived in the active conduct of a banking, financing or similar business in the United
States or are derived by a foreign corporation that is principally a securities trader. I.R.C.
§864(c)(4)(B)(ii). Other capital gains from the disposition of personal property may be
effectively connected income only when they are assigned to United States sources by the
place of sales rules.
One construction of the capital gains source rule, though plausible on its face, would
distort the credit limitations of foreign persons. Capital gains from foreign sources are
effectively connected income and hence are taxed by the United States only in the limited
circumstances described in the preceding paragraph. Capital gains from domestic sources
are effectively connected income if they are derived through the activities of a United States
trade or business or from the disposition of assets used in such a trade or business. I.R.C.
§864(c)(2). Assume a foreign person realizes a capital gain by a foreign sale of equipment
he used in a United States trade or business. The gain is not taxed by the United States
because it is from foreign sources under the place of sale rule and is not encompassed by the
narrow rule that categorizes some foreign capital gains as effectively connected income.
Since the capital gains source rule applies only in computing the credit limitation, it has
no effect on the determination of income subject to tax. In determining the credit limitation, however, the capital gains source rule could first be applied to characterize the gain
as domestic source income, and the gain could then be deemed effectively connected income.
As a result, the denominator of the limiting fraction, taxable income that is effectively
connected with the conduct of a United States trade or business, would be larger than the
amount taxed by the United States as effectively connected income. The limitation is smaller
than the United States tax on foreign income when the denominator includes domestic
source income that is not taxed b the United States. The result just described is therefore
a distortion. It can be avoided by using the source rules of general application to compute
effectively connected income for purposes of determining both the pre-credit tax and the
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The new rule applies only to capital gains and does not alter the rules
for determining the sources of capital losses. The Congress apparently concluded that the reason for the new rule, to curb the manipulative potential of
the place of sale rule, does not apply to deductions for capital losses, which
are allocated and apportioned according to the sources of the income usually
produced by the assets sold or exchanged and are not amenable to source
manipulation. 8 The existence of differing rules for capital gains and losses
is, however, anomalous, and often unfair. 5s The Congress should have
broadened its objectives modestly and extended the new rule to losses as well
as gains. 59
credit limitation. The capital gains source rule should only be used to recharacterize as
domestic source income those few capital gains from sales and exchanges without the
United States that are taxed as effectively connected income.
56. Deductible losses, like all deductions, are allocated and apportioned between gross
income from domestic and foreign sources and are not assigned sources directly. I.R.C.
§§861(b), 863(a). Capital losses are allocated to "the class of gross income to which [the
property disposed of] ordinarily gives rise in the hands of the taxpayer." Treas. Reg.
§1.861-8(e)(7) (i) (1957). A capital loss realized by the sale of stock in a corporation is
allocated to foreign gross income if the dividends paid by the corporation have a foreign
source. When a business asset is sold at a loss, the deduction for the loss is assigned to foreign
gross income if foreign income was generated by the use of the asset in the business. A
capital loss resulting from disposition of an asset that has produced both domestic and
foreign income is apportioned between the two sources in the same proportions as gross
income has derived from those sources. Treas. Reg. §1.861-8(e)(7)(ii) (1957).
57. The deduction rules are apparently premised on the idea that a loss on the sale
of a productive asset is most realistically viewed as a forfeiture of income previously
generated by the asset and should therefore be matched with that income. But, it is equally
plausible to regard a gain as an augmentation of the income received while the taxpayer
held an asset. Similarly, the theory underlying the place of sale rule - that a gain is realized
by the act of sale and therefore has its source where the sale occurs -applies equally to
losses.
Capital losses, furthermore, are generally deductible only against capital gains. I.R.C.
§1211. The rules for allocating and apportioning loss deductions have the effect of matching
capital losses with ordinary income for source purposes even though they may not be deducted from that income in determining taxable income.
58. The following example illustrates an unfairness resulting from inconsistent rules for
gains and losses. Assume a taxpayer holds two shares of a foreign corporation. His basis is
$150 for one share and $100 for the other. The two shares are sold in a foreign country for
$125 each. Since the sale of the two shares produces no net gain or loss, the credit limitation
should be no different than -it would have been had the sale not taken place. However,
the sale may, by reason of the differing source rules for gains and losses, cause a reduction of
the limitation. If dividends paid by the issuer of the shares are foreign source income to
recipients, the loss deduction is allocated to foreign source income. The gain on the sale
of the other share is assigned to domestic sources by the new source rule for capital gains.
59. The congressional policy to stop source manipulation of capital gains could also
have been accomplished by rules for gains that parallel the rules for allocating and apportioning deductions for capital losses. The appeal of the loss rules quickly fades, however, if
one considers the practicality of their application. To what source, for example, do the rules
assign loss from the sale of shares of stock that were held for capital appreciation and yielded
no dividends?
Some modification of the gain rule would be required if it were broadened to include
losses. It presently governs only gains from sales and exchanges made outside. the United
States. The Congress so limited the rule because its effect, to assign gains to sources within
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The provisions defining the gains subject to the rule create other anomalies.
The rule generally applies to "any gain . . . from the sale or exchange of a

capital asset which is personal property...."60 The phrase "gain from the
sale or exchange of a capital asset" includes gains generally deemed capital
gains and gains "so treated under section 1231." 61 The rules of section 1231
characterize gains and losses from the disposition of depreciable property used
in a trade or business.6 2 If sales and exchanges of such property result in a net
gain during the taxable year, all gains and losses from the sales and exchanges
are capital.6 3 The gains and losses are ordinary, in contrast, if losses predominate. 64 The new source rule applies to gains governed by section 1231, but
only if they are made capital gains by that provision.
One anomaly arises from the hotchpot mechanism of section 1231. Assume
a taxpayer realizes a gain of $100 by selling section 1231 property in a foreign
country. Another sale of section 1231 property, unrelated to the first, results
in a loss. If the loss is $99, the hotchpot is positive, section 1231 characterizes
the gain and loss as capital, and the new source rule assigns the gain to
domestic sources. If the loss is 5101, section 1231 transactions yield a net loss,
the gain and loss are both ordinary, the new source rule has no application,
and the gain is given a foreign source by the place of sale rule. Offsetting
losses do not increase the probability that foreign income taxes will be
imposed or decrease the likelihood that the source of a gain has been manipulated. The differing results in the examples are therefore not justified by
the policy of the new rule. In fact, a new potential for manipulation is created.
If a taxpayer can time his section 1231 transactions to maximize tax benefits,
the new rule may be avoided and foreign source taxable income may be
increased by matching gains from foreign sales of section 1231 property with
losses from other section 1231 transactions and shifting domestic gains from
such transactions to other years.
the United States, is accomplished by the place of sale rule when a sale or exchange occurs
in this country. If extended to losses, the new rule should apply without regard to the
place of sale since the present rules for allocating and apportioning deductions assign some
losses from domestic sales and exchanges to foreign sources.
The existing rules for allocating and apportioning deductions should continue to apply
to losses other than capital losses. An extension of the place of sale rule to encompass losses
would increase the vulnerability of the rules to source manipulation.
60. I.R.C. §904(b)(3)(C). The phrase "capital asset" generally includes all property not
produced or used in the taxpayer's trade or business. I.R.C. §1221. Inventory and other
property held for sale to customers in the ordinary course of a trade or business, depreciable
property used in a trade or business, copyrights, and accounts receivable are the principal
categories of property that may not be capital assets.
61. I.R.C. §904(b)(3)(D).

62. I.R.C. §1231(b). Section 1231 does not apply when such property is held for less
than a year before it is sold or exchanged. Id. The provision is more significantly limited by
the depreciation recapture rules which, as applied to personal property, characterize gains
from §1231 transactions as ordinary income to the extent of the taxpayer's depreciation
deductions with respect to the property. I.R.C. §1245. See note 65 infra, and accompanying
text.
63. I.R.C. §1231(a).
64.

Id.
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A second anomaly arises from the depredation recapture rules which provide that gain from the sale or exchange of depreciable personal property is
ordinary income to the extent of the taxpayer's depreciation deductions with
respect to the property. 5 The recapture rules significantly limit the application of section 1231 and hence restrict the scope of the new rule.66 The fact

that the recapture rules characterize a gain as ordinary is not, however,
evidence that the gain has not been the subject of source manipulation.
Assume a taxpayer realizes a gain of $40 from the sale of depreciable personal
property that he used in a trade or business. If prior depreciation deductions
with respect to the property were $30, the recapture rules characterize $30
of the gain as ordinary and the remaining $10 of the gain is governed by
section 1231. If the section 1231 gain is capital, the new rule assigns it to
domestic sources, notwithstanding its realization in a foreign sale. The ordinary
portion of the gain, not being affected by the new rule, is deemed from foreign
67
sources under the place of sale rule.
The potential for manipulation in the sale or exchange of depreciable
personal property is the same whether the gain is capital under section 1231
or is made ordinary by a predominance of losses in the section 1231 hotchpot
or by the recapture rules. If that potential is substantial enough to require
a rule frustrating it, the new rule should apply to all gains from sales and
exchanges of property described in section 1231.68 If not, section 1231 gains
should be wholly excluded from its scope. The application of the new rule
should not be determined by whether the gains are capital or ordinary.
65. I.R.C. §1245.
66. The reaches of the new rule are also limited by §1248. When a United States
person sells a substantial block of shares in a foreign corporation, §1248 characterizes any
resulting gain as a dividend, taxable as ordinary income, to the extent of the earnings and
profits that are attributable to the shares sold. The source of any portion of a gain that
is so taxed as a dividend is determined by the source rules that apply generally to dividends.
See note 20 supra. The new rule applies to the remainder of a gain from a foreign sale
of shares of a foreign corporation. The anomaly of applying different source rules to various
segments of a single gain existed in this context before the 1976 amendments were enacted,
however, since the capital portions of such gains were then subject to the place of sale
rule.
67. The anomaly described in text could be avoided by applying §1231 for this purpose
without regard to the recapture rules. The new source rule applies to gains from the disposition of capital assets and gain "so treated under section 1231." I.R.C. §904(b)(3)(D). Argnably,
a gain that would be capital under §1231, if it stood alone, is "so treated under section 1231"
even though the recapture rules preempt that provision to give the gain an ordinary character.
Such a construction does not, however, square with the language of the recapture provisions,
which state that the recapture amounts "shall be treated as ordinary income . . . notwithstanding any other provisions of this subtitle." I.R.C. §1245(a)(d).
68. The use of §1231 in defining the scope of the new source rule creates a third anomaly
that would not be eliminated by the statutory change suggested in the text. Gains from the
sale or exchange of capital assets are governed by the rule whether they are short- or longterm. Section 1231, however, applies only to gains from the sale or exchange of property
held for more than one year. I.R.C. §1231(b). When gain is realized by the dispositions of
property held less than one year, the new rule may assign it to domestic sources if the property
is a capital asset, but not if it is property described in §1231. If the new source rule continues
to apply to §1231 gains, it should also encompass gains from the sale of property that would
be described in §1231 but for the brevity of the taxpayer's holding period.
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The statutory language that describes the reaches of the new rule, "any
gain from sources without the United States from the sale or exchange of a
capital asset which is personal property . . .",69 is familiar to students of the
tax laws and raises few unique constructional problems. 70 Since the rule is
intended to stop manipulations previously allowed by the place of sale rule,
the term "personal property" should be given the same meaning for purposes
of both rules. The term is not defined by authorities applying either rule.7x
All intangibles will certainly be treated as personal property. Uncertainties
may arise in determining whether tangible property associated with land
is personal or real. In another context, the phrase "tangible personal property"
has been defined to exclude "land and improvements thereto, such as buildings or other inherently permanent structures

. .

." but to include "all property

(other than structural components) which is contained in or attached to a
building. ' 72 Local law characterizations of property as real or personal are
irrelevant to this definition.7 3 The term "personal property" is defined by
the regulations in yet another context to include "tangible personal property"
as defined above and all intangibles.7 4 The same definition should be used
here.
The Exception for Gains Taxed Abroad
The new source rule does not apply to a capital gain from a foreign
sale or exchange of personalty if the "gain is subject to an income, war
profits, or excess profits tax of a foreign country or possession of the United
States, and the rate of tax applicable to such gain is 10 percent or more of
the gain from the sale or exchange (computed under this chapter)."' 5 A gain
so excepted from the application of the new rule is assigned by the place of
sale rule to sources without the United States. The exception was provided
because the Congress concluded that successful source manipulators structure
their transactions to avoid all foreign taxes and that the imposition of foreign

69. I.R.C. §904(b)(3)(C).
70. The procedure for determining the existence and amount of a gain is provided by
§1001. The phrase "from sources without the United States ...." is defined by §862(a) and
in this context means that the new rule applies only to gains from sales and exchanges
made outside of the United States. The words "sale or exchange" appear in §1222 and
have often been construed in that. context. The term "capital asset" is defined by §1221.
71. One court held that state law provides the definition of "real property" for purposes
of the source rules. Texas-Canadian Oil Corp., 44 B.T.A. 913, 920 (1941). However, the

case raised the issue of whether oil and gas leases are interests in land or are intangible
personalty, a question no tax rule answers. The meanings of words used in federal tax
statutes is a federal question, furthermore, and definitions are not often borrowed from
state law. See Lyeth v. Hoey, 305 U.S. 188 (1938).
72. Treas. Reg. §1.48-1(c), T.D. 6731, 1964-1 C.B. 11. Production machinery, grocery
counters, display racks and shelves, and neon signs are tangible personal property, even
when attached to a building. Buildings, paved parking areas, and fences are not. Id.

73. Id.
74. Treas. Reg. §1.1245-3(b) (1965).
75.

I.R.C. §904(b)(3)(C).
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income taxes in significant amounts is therefore adequate evidence that a
76
place of sale was not chosen to avoid taxes.
The exception should be applied separately to the gain from the disposition of each discrete item of personal property sold abroad. The language of
the exception seems to forbid any aggregation of gains, even if several gains
are realized in a single transaction.77 The policy of the exception supports
that construction because a foreign tax on one gain does not demonstrate
there was no source manipulation with respect to another gain. If a taxpayer
planning to sell a group of assets in a country that will tax most, but not all,
of the resulting gains may, for example, add some items to the group for
the principal purpose of generating income from sources in the country of
sale that is not subject to its income tax.
There is uncertainty about the application of the exception to cases in
which the amount determined to be gain for foreign income tax purposes
differs from the amount the United States taxes as gain. Assume 560 of the
amount realized by a foreign sale of personal property is capital gain for
United States tax purposes. The country of sale also imposes tax, but determines the gain to be only $20.78 May the exception apply to all of the $60
recognized as gain by the United States or only to the one-third of it that is
included in the foreign tax base? The statute does not provide a dear answer
to the question.79 The policy of the exception - that the place of sale rule
76. The Senate Finance Committee stated the policy of the exception as follows: "It
was concluded that if the foreign government significantly taxes a sale, that sale probably
did not take place in that country purely for tax purposes. The committee concluded
that a tax of 10 percent of the gain was substantial for these purposes." S. RE. No. 938,
94th Cong., 2d Sess. 245, 1976-3 C.B. (Vol. 3) 49, 283.
77. The exception encompasses a gain only if "such gain" is burdened by a foreign tax.
I.R.C. §904(b)(3)(C). The phrase "such gain" refers to the language of the general rule, "any
gain . . . from the sale or exchange of a capital asset ... ." 1. The singular form of the
words indicates that gains from the sale of several items may not be aggregated even if they
are sold together. That construction agrees with the rule applied generally for income tax
purposes that the price received for a bundle of assets must "be divided among the items
in the bundle so that the gain on each can be separately determined and characterized.
Williams v. McGowan, 152 F.2d 570 (2d Cir. 1945).
78. Such a difference in the amounts taxed as gain by the United States and a foreign
country could arise, for example, from the basis rules that accompany many of the nonrecognition provisions of our law. Assume a taxpayer transfers property to a foreign corporation in exchange for shares of the corporation in a transaction to which §351 applies. The
transferred property has a basis of $40 and is worth $80. For United States tax purposes,
the basis of the transferred property, $40, becomes the basis of the shares received in exchange for the property. I.R.C. §358(a). The laws of a foreign country may give the shares
a basis equal to the value of the transferred property, $80. If so, a later sale of the shares for
$100 would yield gain of $60 for United States tax purposes and $20 under the tax laws of the
foreign country.
79. The exception applies to a gain if "such gain" is taxed by a foreign country. I.R.C.
§904(b)(3)(C). The term "such gain" refers to the word "gain" in the general rule that
includes the words "any gain from sources without the United States.
...The phrase
"income from sources without the United States" is defined to mean designated items of
gfoss income as determined for United States tax purposes. I.R.C. §862(a). The phrase "gain
from sources without the United States" may therefore be taken to refer to gain as measured
by United States tax rules. Bicause the effect of the general rule is to reclassify items other-
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should govern source if the imposition of foreign taxes demonstrates that a
place of sale was not chosen to manipulate the credit limitation -supports a
construction that allows it to be invoked by a foreign tax on any part of the
amount the United States determines to be gain. The imposition of foreign
taxes of 10 percent or more of the amount determined to be gain for United
States tax purposes is equally effective in showing a lack of tax avoidance
purpose whether the foreign tax base includes all or only a portion of the
amount taxed by the United States. 0 A foreign tax of 10 percent on the
entire $60 gain is clearly sufficient to except the gain in the example from the
new source rule. A foreign tax of 30 percent on one-third of the gain should
have the same effect. 81
If foreign tax authorities determine a gain to be larger than the amount
taxed by the United States, another uncertainty arises. The second clause of
the exception limits it to instances in which "the rate of [foreign] tax applicable to such gain is 10 percent or more of the gain from the sale or exchange
(computed under this chapter). '8 2 Does the phrase "such gain" mean the
amount treated as capital gain in computing United States tax or does it
refer to the amount taxed abroad? Assume a sale of personal property yields
$20 of capital gain for United States tax purposes. The foreign country in
which the sale occurs imposes tax at 5 percent, but determines the gain to be
$60.83 The 10 percent requirement is satisfied if the foreign taxes are at least
wise found in the numerator of the limiting fraction (taxable income from sources without
the United States), that construction is quite clearly the one intended to be used in applying
the general rule.
The exception, however, is further limited by the requirement that the foreign tax be
at least 10 percent of "the gain from the sale or exchange (computed under this chapter)."
The parenthetical clause, "computed under this chapter," implies that the word "gain" is
used elsewhere in the excepting language to mean something other than gain as computed
under this chapter. (The term "this chapter" refers to chapter I of the Internal Revenue
Code which includes all substantive rules of the income tax.) If the phrase "such gain" does
not refer to gain as determined under the Internal Revenue Code, it must describe gain as
computed under foreign tax laws.
80. The Senate Finance Committee described the policy of the exception as being
applicable whenever a foreign country "significantly taxes a sale." See note 76 supra. Whether
or not a sale has been significantly taxed abroad depends on the amount of foreign income
taxes imposed, not the steps followed in computing the taxes.
81. Although the construction given the statute in the text is generally favorable to
taxpayers, some may argue for a different reading. Assume the taxpayer in the example paid
a foreign tax of $2, which is 10 percent of the amount taxed abroad. The taxpayer may
contend the $20 subject to foreign income taxes and the remaining $40 of the amount taxed
by the United States should be viewed as separate gains, so that the exception could apply
to the former part of it even though it cannot encompass the remainder. The argument
should fail. The second clause of the exception limits its application to cases in which foreign
income taxes are 10 percent of the amount the United States taxes as gain from the sale or
exchange.
82. I.R.C. §904(b)(3)(C) (emphasis added).
83. Such a difference in the amounts taxed as gain by the United States and a foreign
country could arise, for example, from basis rules accompanying nonrecognition provisions of
foreign law. Assume a taxpayer transfers property to a foreign corporation in exchange for
shares of the corporation. The basis of the transferred property is $40 and its value is $80.
The exchange is not encompassed by the nonrecognition rule of §351, it is assumed, so the
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$2 (10 percent of the gain as determined by the United States). Foreign taxes
at the 5 percent rate on $60 are $3, but only one-third of that amount, $1,
represents tax on the amount the United States taxes. Is the 10 percent requirement satisfied or not? Again, the statutory language does not provide
a definitive answer. 84 But the reasoning suggested earlier also applies here.
The imposition of foreign income taxes of $3 is equally probative of the taxpayer's purpose whether the foreign tax base is $60 or $20. If the taxpayer's
purpose were to increase his foreign source income by $20, he probably would
not have placed the sale in a country that would tax $60. The 10 percent requirement should therefore be deemed satisfied if foreign income taxes85 imposed as a result of a sale or exchange are 10 percent or more of the amount
determined by the United States to be the resulting gain.8 6
The amount of foreign income taxes imposed as a result of a sale or
exchange must be determined primarily by reference to the laws of the
countries imposing tax. In general, the portion of a country's tax deemed
attributable to a gain should be the total tax the country imposes on the
taxpayer, multiplied by a fraction whose numerator is the amount it taxes as

taxpayer recognized $40 of gain for United States tax purposes and takes a basis of $80 for
the shares received. A foreign country regards the exchange as a nonrecognition transaction
and assigns the shares a basis of $40, the basis of the transferred property. If the taxpayer
later sells the shares for $100, his gain is $20 for United States tax purposes and $60 for
purposes of the tax laws of the foreign country.
84. The issue turns on the meaning given the phrase "such gain." See note 79 supra.
85. If two or more foreign countries tax a gain, all foreign income taxes should be
aggregated in applying the 10 percent rule. The policy of the exception - to allow the
place of sale rule to determine source if the imposition of foreign income taxes is evidence
that the place of sale was not chosen to avoid taxes - may best be served by taking into
account only the taxes imposed by the country in which a sale or exchange occurs. The
statute, however, contains no such limitation. Since the tax of a country that is not the
locus of a sale may invoke the exception if it stands alone, there is no reason to forbid an
aggregation of the taxes of two or more countries.
The language of the exception -that the place of sale rule applies to a gain if it is
subject to "an income . . . tax of a foreign country . . . and the rate of tax applicable to
such gain is 10 percent or more . . ." -can be read to limit the exception to cases in which
the taxes of one country reach the 10 percent mark. The language is sufficiently loose, however, to accommodate the contrary construction as well.
86. The application of the 10 percent rule in cases involving recapture of depreciation
merits a special explanation. Assume a taxpayer realizes gain of $60 by a foreign sale of
depreciable personal property. Depreciation deductions of $40 were allowed to the taxpayer
with respect to the property. The recapture rules therefore characterize $40 of the gain
as ordinary income. I.R.C. §1245(a). The remaining $20 of the gain may be capital gain
under §1231. The ordinary income is not affected by the capital gains source rule and
has its statutory source in the country of sale. The §1231 gain, if capital, is assigned to
United States sources by the capital gains source rule unless an exception applies. The 10
percent exception encompasses the §1231 gain only if foreign income taxes imposed as a
result of the sale or exchange are at least $6 (10 percent of $60). The statute requires that
foreign taxes be 10 percent or more of "the gain from the sale or exchange (computed under
this chapter)." I.R.C. §904(b)(3)(C). The foreign taxes must therefore be at least 10 percent
of all gain, ordinary and capital, arising from the sale, and a tax of 10 percent of the
capital portion of the gain is not sfficient to invoke the exception.
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gain from the sale or exchange and whose denominator is the entire amount
the country taxes as income.87
The procedure suggested here apportions foreign taxes that are imposed
at progressive rates according to the effective rates of tax, not the marginal
rates. 88 Assume country X taxes $2,000 of a taxpayer's income under a rate
schedule that imposes tax at 6 percent of the first $1,000 of income and 12
percent of the next $1,000. The country .Y tax of $180 is 9 percent of the
income taxed by country X. If a capital gain of $100 is included in the income
so taxed, the country X tax attributable to the gain should be determined as
follows: ($180) (100/2,000) = S9. The tax apportioned to the gain is 9 percent of the gain.
All deductions allowed in computing the tax of a foreign country must be
allocated and apportioned between the gross amount of gain, as determined
by the taxing country, and the remaining income subject to its tax. 9 Assume
country X allows an arbitrary subtraction from gross income, analogous to
our personal exemption, of $400. A taxpayer's country X tax base, before deductions, is $2,400 and includes $120 that is capital gain for United States
tax purposes. Since the gain is 5 percent of country .X gross income, it must
be reduced by 5 percent of the $400 allowance. The numerator of the
apportioning fraction should therefore be $100 ($120 less $20). If the tax
imposed by country X is $180, the portion deemed attributable to the gain
should be: ($180) (100/2,000) = $9.
The amount used as total foreign tax in applying the formula suggested
above should be the income tax due after reduction for all credits allowed by
the taxing country. Use of the net tax of each country causes credits to be
ratably apportioned as they generally should be.
The foregoing procedures must be modified to reflect provisions of foreign
law that distinguish capital gains from other income. If a rate preference or
partial exemption is provided for capital gains, for example, the foreign tax
attributable to the gains should be determined by a method that gives
appropriate effect to the preference or exemption. A credit that is allowed
87. The formula suggested in the text and the refinements described in the succeeding
paragraphs are adopted from the overall limitation of §904(a) by substituting the relevant
amounts as determined by foreign tax authorities for the United States concepts that are the
elements of the formula expressing the overall limitation.
88. The regulations provide a different solution to a similar problem that arises in
another context. Section 901(e) specially limits the credit for taxes imposed by the country
of source on foreign mineral income. The tax imposed by a country on foreign mineral
income is deemed to be the larger of the following amounts: (a) The reduction in the
tax that would result from excluding the income from the country's tax base, or (b) The
tax the country would impose if the mineral income were the only income it taxed. Treas.
Reg. §1.901-3(a)(2)(i), T.D. 7294, 1973-2 C.B. 253. If foreign tax is imposed under a progressive rate structure, the former amount is usually the larger and the tax deemed attributable to mineral income is therefore measured by the highest marginal rates applied to the
taxpayer. The formula suggested in the text, in contrast, determines the foreign taxes on a
gain by the average or effective rates.
89. The rules for allocating and apportioning deductions in determining taxable income may serve as a model in devising procedures for the allocation and apportionment
suggested in text. See Treas. Reg. §1.861-8 (1975).
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only if particular types of income are reported should be allocated to the
tax on that income alone. 90
The Exception for Gainsfrom Sales and Exchanges
by Individuals in the Countriesof Their Residences
The special source rule for capital gains does not apply "in the case of an
individual . . ." if a sale or exchange occurs in "the country (or possession)
of the individual's residence . . . .791 This exception and the three described
90. The steps required to apply the 10 percent exception -identification of the gains
from the disposition of personal property that are taxed abroad and measurement of the
foreign income taxes attributable to each such gain - might better be used in applying a rule
limiting the credit for foreign income taxes on each item of gain to the United States tax,
before credit, that is attributable to the gain. A per-item-of-gain limitation would have
at least three advantages over the rules provided by the 1976 amendments. The present rules
may deny credit for foreign income taxes imposed on a capital gain at an effective rate of
less than 10 percent, an inequity that a per-item-of-gain limitation would avoid. If foreign
capital gains are taxed abroad at rates that are high enough to invoke the 10 percent exception, but are substantially less than United States rates, the limitation is increased under the
present rules by amounts exceeding the foreign taxes on the gains, and excessive credit for
foreign taxes on other income is allowed. The suggested rule, by determining the limitation
for each capital gain independently of the limitation applicable to other income, would also
avoid that distortion. Furthermore, a per-item-of-gain limitation, which would obviate the
need for the capital gains source rule, its five exceptions, and the adjusting rules discussed
later in this article, would simplify the statute considerably.
The suggested rule is, of course, much broader than is necessary to curb the source
manipulation that was the target of the capital gains source rule. However, a per-item-ofgain limitation carries out the policy of §904 with greater precision than the rules enacted,
and there is no reason why the Congress, once motivated to action by manipulative abuse,
should limit its responses to those calculated to stop the manipulations.
There may, however, be practical objections to the suggestion advanced. The 10 percent
exception only requires a determination of whether foreign income taxes are more or less
than 10 percent of a gain. If foreign taxes are clearly above or below the 10 percent mark,
the precise amount attributable to a gain need not be determined. A specific dollar amount
would have to be computed to apply the suggested rule. Furthermore, the 10 percent rule
is only one of five exceptions to the capital gains source rule and can be ignored if another
exception is applicable. The suggested rile would apply to every gain that is burdened by a
foreign tax. If the difficulties of administering a per-item-of-gain limitation are weighed
against the vast complexity created by the capital gains rules added to §904 in 1976,
however, it is not dear that the scales balance in favor of the present rules.
91. I.R.C. §904(b)(3)(C)(i). The quoted language is assumed to create one of five independent exceptions to the capital gains source rule. It is clear the Congress intended that
it be so construed. See S. REP. No. 938, 94th Cong., 2d Sess. 245, 1976-3 C.B. (Vol. 5) 49, 283.
If the statute is read literally, however, the quoted language merely states one of several
conditions that are requisite to the application of a very narrow exception. The general rule
and its exceptions are expressed in the statute in a single sentence which may be paraphrased
in relevant part as follows: A capital gain from the disposition of personal property in a
foreign country is deemed from United States sources if the sale or exchange occurs outside
the country of the taxpayer's residence or outside the country in which the property was
used in a trade or business or in which the taxpayer derived more than 50 percent of his
gross income. I.R.C. §904(b)(3)(C). To state the same thing another way, the statute literally
says that a capital gain is excepted from the general rule assigning it to United States
sources only if the place of sale is simultaneously the country where the taxpayer resides,
uses the property in his trade or business, and derives more than 50 percent of his income.
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later are intended to allow source to be determined by the place of sale rule,
even though a gain is not taxed abroad or is taxed at a foreign rate of less
than 10 percent, if other factors indicate the place of sale was not chosen to
avoid taxes. The Congress concluded that sales and exchanges made by an
individual in the country of his residence usually occur there for reasons of
92
efficiency and convenience rather than to minimize taxes.
The capital gains source rule never applies to gains realized by sales or
exchanges that occur in the United States. The exception, which applies only
if the country of sale is the taxpayer's residence, therefore benefits only those
who reside in foreign countries. Capital gains from foreign sales and exchanges
are rarely taken into account in determining the credit limitations of nonresident alien individuals. 93 Thus, the exception generally applies only to
citizens and residents of the United States who reside in foreign countries.
There is a tax definition of residence that will presumably be used in
applying the country of residence exception. 94 An individual becomes a resident of a country by being present there with an intention that it be his
home at least temporarily115 A transient or sojourner is not a resident, but
an individual who is present in a country and has only a "floating intention,
indefinite as to time, to return to another country

. .

." is neither a transient

nor a sojourner. 96 Presence in a foreign country for a year may raise a presumption of residence in that country. 97
A resident of the United States may apparently be a resident of a foreign
country also. A United States resident loses that status only by departing from
the country with no intention of returning.98 A mere floating intention, inThe report of the Senate Finance Committee, in contrast, speaks of sales in the country of
residence, the country of use in a trade or business and the country of source of most of
the taxpayer's income as "three situations" in which the new source rule does not apply. S.
REP. No. 938, supra. Congress clearly intended the residence rule as an exception that is
independent of the other exceptions discussed later. The person who drafted the statute
simply stumbled over his own grammatical convolutions.
92. S. REP. No. 938, supra note 91, at 245.
93. T.D. 6665, 1963-2 C.B. 27.
94. The tests used in determining whether an individual is a resident of the United
States are stated in Regulation §1.861-2 T.D. 7378, 1975-2 C.B. 272. The regulations under
§911(a)(1) state that "to the extent feasible" the tests determining whether an individual is a
resident of the United States are simply turned around to determine whether an individual
is a resident of a foreign country. Treas. Reg. §1.911-1(a)(2), T.D. 6665, 1963-2 C.B. 27.
95. Treas. Reg. §1.871-2(b), T.D. 6500 (1960).
96. Id.
97. The Service presumes that an individual who is continuously present in the United
States for a year is a resident of this country. Rev. Rul. 69-611, 1969-2 C.B. 150. The issue
of residency in the United States usually arises in applying the rule that resident aliens are
taxed by this country on their worldwide incomes. In contrast, the existence of a foreign
residence, when relevant for United States tax purposes, is beneficial to a taxpayer. The
country of residence exception is an example of such a benefit. See also I.R.C. §911(a)(1).
Because the residence concept turns on intention, the facts that are relevant to its application
are quite personal to taxpayers. A presumption that benefits the government but not taxpayers is easily justified in such a context. The 12 month presumption may therefore be
held inapplicable when foreign residence is at issue.
98. Rev. Rul. 70-461, 1970-2 C.B. 149.
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definite as to time, to return to the United States therefore preserves an
individual's residence in this country, but does not prevent him from acquiring
residence in another country. The Service ruled, for example, that a resident
alien who travelled to the country of his birth, intending to return to the
United States in about a year, remained a resident of the United States even
though he was prevented by illness from returning as planned and was still in
his home country several years after his departure. 99 The indefinite stay in his
home country was certainly sufficient to make the individual a resident of
that country for United States tax purposes, at least from the time his
original plans were frustrated. 100
Residency in a foreign country should, however, be more easily lost. If
an alien stays in the United States for an indefinite period, but with an intent
to return to his home country, foreign residence should be deemed abandoned
as United States residence is acquired. The policies of the provisions granting
special tax benefits to residents of foreign countries are best served by a
definition of foreign residence that depends upon present activities rather
than the taxpayer's plans for the future.'0 , The country of residence exception is allowed, for example, because the economic ties of an individual to
the country of his residence usually justify the presumption that his choice
of that country as a place of sale is not made to avoid taxes. If an individual
is present in the United States and has only an indefinite intention to return
to another country, he has likely severed most economic ties with the other
country, and the policy of the exception does not apply. A person who is
physically present in the United States should therefore not be treated as a
resident of a foreign country, if his intentions with respect to his current
stay in the United States are sufficient to make him a resident of this country. 02

99. Id.

100. There are no authorities deciding the issue of foreign residence on such facts, but
such a stay in the United States is clearly enough to make an individual a resident of this
country. For example, an alien who came to the United States for a brief visit, but was
prevented by the outbreak of World War II from returning to the country of his permanent
residence, was held to be a resident of this country while he stayed here waiting out the
war. Commissioner v. Nubar, 185 F.2d 584 (4th Cir. 1950), cert. denied, 341 U.S. 925 (1951).
101. The provisions allowing these benefits are the country of residence exception and
§911(a)(1). The latter provision permits United States citizens who reside in foreign countries
to exclude from gross income portions of their earned incomes from foreign sources. The
exclusion is provided to better the competitive positions of United States companies that
maintain staffs of employees in foreign countries. S. REP. No. 938, 94th Cong., 2d Sess.
210, 1976-3 C.B. (Vol. 3) 49, 248. The policy of the exclusion is not furthered by allowing
it to a taxpayer who resided in a foreign country, but has returned to the United States
intending to return to his foreign residence at some indefinite or distanct date.
102. A resident of the United States who is temporarily present here should not, however,
be held to lose his foreign residence, if United States residence was acquired by a previous
stay in this country and his current stay, standing alone, would not make him a resident.
Assume a residue alien moves to another country for an indefinite period, but intends
eventually to return permanently to the United States. He is a resident of the foreign
country, even though his United States residency continues. His foreign residency should
not be deemed interrupted by brief visits to this country, because the visits are not, in
themselves, enough to make him a resident of the United States. The country of residence
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The country of residence exception does not provide a rule for determining
the place at which a sale is deemed to occur. 103 The place of sale rule and its
constructions should be drawn upon to fill the gap. When the exception
applies, source is determined by the place of sale rule. The test for locating
the place of a sale must therefore be the same for purposes of the exception
and the place of sale rule.10 4 In general, passage of title in the foreign country
of a seller's residence should cause his gain to be encompassed by the exception
and assigned to sources within that country.' 05
Although the country of residence exception applies only "in the case of
an individual" it may reach some gains realized by partnerships, trusts, and
estates. The sources of a partnership's income need be ascertained only to
determine its partners' taxes. Partnerships do not pay income taxes to the
United States. ° G Rather, every partner's return must report his distributive
share of partnership taxable income.107 Foreign income taxes paid by partnerships are apportioned among the partners and may be claimed by them as
credits08 Foreign income taxes imposed on a partner with respect to his
distributive share of partnership taxable income are also creditable by him.
The usual overall limitation marks the maximum credit allowed a partner
for these and all other foreign income taxes. A partner's credit limitation includes the pre-credit tax attributable to the portion of his distributive share
of partnership taxable income that is from foreign sources. 10 9
The credit scheme for foreign income taxes imposed on trusts and estates
is somewhat more complicated. So long as the grantor of an inter vivos trust
is living, he is taxed on trust income as though it were his own if he holds
certain strings tied to the trust property1 0 or is a domestic grantor of a foreign
trust with United States beneficiaries."' The grantor of such trust is allowed
credit, subject to the limitation, for foreign income taxes imposed on the
trust or himself with respect to trust income and his credit limitation includes
exception should apply, for example, to a gain realized during such a visit from a sale of
securities effected by the taxpayer's broker in the country of his foreign residence.
103.

The statute merely states that the exception does not apply when property is

"sold or exchanged outside of the country . . ." of residence. I.R.C. §904(b)(3)(C).
104. Proof of the proposition stated in the text, if proof be needed, is given by the
following example: If the tests differed, a sale could be treated as occurring in the United

States for purposes of the exception and in a foreign country for purposes of the place of
sale rule. When that occurred the exception would apply if the taxpayer were a resident
of the United States, but a gain within the exception would be characterized as foreign
income by the place of sale rule. The exception, in sum, would have the effect, quite the
opposite of the intended result, of allowing the place of sale rule to assign gains to sources
outside the country of a taxpayer's residence.
105. See note 25 supra.
106. I.R.C. §701.
107. I.R.C. §702(a).
108. I.R.C. §§702(a)(6), 901(b)(5). The method of allocation is usually determined by the
partnership agreement. See I.R.C. §704(a).
109. I.R.C. § §702(b), 904(a).
110. The strings that cause grantors to be taxed on the incomes of their trusts are described in §§674 through 677. Grantors who hold these strings must include trust income
in their gross incomes. I.R.C. §671.
111. I.R.G. §§679, 671.
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the pre-credit tax on trust income from foreign sources. 12 Estates and other
trusts are taxable entities,"I s but are allowed deductions for amounts currently
distributed or distributable to beneficiaries." 4 Beneficiaries must include the
deducted amounts in their gross incomes." 5 Credits for foreign income taxes
imposed on a trust or estate are allocated between the trust or estate and
its beneficiaries, generally in proportion to the respective shares of trust or
estate income taxed to each.", A trust or estate and each of its beneficiaries
must separately compute a credit limitation by the usual overall method. The
credit limitation of a trust, estate, or beneficiary includes the pre-credit tax
on its share of foreign income."'7
The statutes fail to answer the most basic questions about the application
of the country of residence exception to gains of partnerships, trusts, and
estates. 18 Does the excepting language refer to the residence of the person
who makes a sale or exchange (in this instance, the entity) or the residence
of the person who reports the resulting gain (the partner, grantor, or beneficiary)? If the former construction is adopted, should the exception be held
inapplicable in this context on the ground that the entities realizing the gains
are not individuals?
The policy of the exception arguably favors a rule holding the exemption
inapplicable to all gains from sales and exchanges made by partnerships, trusts
and estates. Because the residences of entities are determined by rules that are
quite different from the rules applied to individuals, the policy would not be
served by a rule allowing the exception whenever the place of sale is a country
of residence of the partnership, trust, or estate that made the sale." 9° The fact
112. I.R.C. §671.
113. I.R.C. §641(a).

114. I.R.C. §§651(a), 661(a).
115. I.R.C. §§652(a), 662(a).
116. I.R.C. §§642(a)(1), 901{b)(5).
117.

I.R.C. §§652(b), 662(b).

118.

The exception applies "in the case of an individual

. . ."

when property is sold

or exchanged in the country of the individual's residence. I.R.C. §904(b)(3)(C)(i). The partnership provisions require that the "character of any item of . . . gain . . . included in a

partner's distributive share . . .be determined as if such item were realized directly from
the source from which realized by the partnership .... I.R.C. §702(b). When a grantor
is taxed on trust income, each gain of the trust "is treated as if it has been received ...
directly by .. " him. Treas. Reg. §1.671-2(c), T.D. 6500 (1960). Income of a trust or estate
"shall have the same character in the hands of the beneficiary as in the hands of the estate or
trust." I.R.C. §662(b). See also I.R.C. §652(b).
If a partnership, trust or estate realizes a gain by a sale in country X, the statutory
language could be given either of two applications. A source label could be attached by
viewing the gain as income of the entity and that label could transfer over to each partner,
grantor or beneficiary reporting any part of the gain on his return. This construction would
probably lead to a finding that the exception is inapplicable because the entity is not an
individual. Or, gain reported by a partner, grantor, or beneficiary could be regarded as gain
from a sale or exchange in country X and be treated as within the exception if he is a
resident of country X.
119. A partnership is deemed a resident of each country in which it carries on a trade
or business. Treas. Reg. §1.861-2(a)(2), T.D. 7378, 1975-2 C.B. 272. To except partnership
gains from the capital gains source rule whenever they are realized by sales or exchanges in
any country in which the partnership does business would be inconsistent with one of the
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that the exception never applies to gains of corporations is further evidence
that the Congress did not intend that the residence of an entity ever be the
touchstone.
The location of a sale or exchange in the country of residence of a partner
grantor, or beneficiary may also be less than convincing evidence of a lack of
tax avoidance purpose because the partner, grantor, or beneficiary may reside
in a country where his partnership, trust, or estate normally carries on no
activities.
A rule that allows the exception with respect to gain from any transaction
in the country of residence of the individual who reports the resulting gain
is favored by this author, however, because it best reflects the conduit notion
that underlies the taxation of income of partnerships, trusts, and estates. 120 A
United States partnership that has a partner who resides in France may locate
its sales of capital assets in France for the purpose of increasing the credit
limitation of the French partner. But, the same tax avoidance motive may
underlie the choice of France as the place where a French resident sells capital
assets used in a trade or business he conducts in the United States as a sole
proprietor. In the usual case, a partnership, trust, or estate makes a disposition
in the country of residence of a partner, grantor, or beneficiary because that
country is also a center of activity of the entity. The place of sale is then chosen
for reasons of convenience and economy and the policy of the exception is
served by allowing it to apply.
The Exception for Property
Used in a Trade or Business
Gain from the disposition of personal property other than stock in a
corporation is not affected by the capital gains source rule if the property
other exceptions which applies to gains from the disposition of property used in a trade or
business, but only if the sale or exchange occurs in a country where it was so used. I.R.C.
§904(b)(3)(C)(iii). The residence concept applied to trusts and estates resembles the individual
rules more closely. See note 120 infra.
120. The rule suggested in the text would not allow the exception to be used in
determining the credit limitation of a trust or estate. However, the exception would rarely
apply to a trust or estate under the most generous construction that could be given it.
Because the exception applies only "in the case of an individual," it can only be used in
determining the credit limitation of a trust or estate if the entity is treated as an individual.
Authorities in other contexts give some basis for construing the word "individual" to include
trusts and estates. See B.W. Jones Trust, 46 B.T.A. 531 (1942), aff'd, 132 F.2d 914 (4th Cir.
1943). See also I.R.C. §§641(b), l(d). If a trust or estate is deemed an individual, however, the
exception can apply only if it is a resident of a foreign country and realizes a gain by a
sale or exchange in that country. Because a finding of United States residency leads to the
imposition of United States taxes on the worldwide income of a trust or estate, such an
entity is deemed a resident of this country only if the United States is the primary locus
of its existence. See B.W. Jones Trust, 46 B.T.A. 531 (1942). The same test would presumably
be used to determine whether a trust is a resident of a foreign country. If so, a trust or
estate is a resident of a foreign country only if it is not a resident of the United States. A
trust that is not a resident of the United States is taxed as a nonresident alien individual.
Gains from sales and exchanges made without the United States are rarely taken into account
in determining the credit limitation of a nonresident alien individual. See note 55 supra.
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is "sold or exchanged... in a country (or possession) in which such property
is used in a trade or business of the taxpayer ...... 121 Because the capital
gains source rule applies only to gains from sales and exchanges made outside the United States, the exception is relevant only if personal property is
used in a trade or business in a foreign country or in a possession of the United
States, and is disposed of in that country or possession. A gain encompassed
by the exception has its source at the place of the sale. The exception is
provided because the Congress concluded, probably correctly, that the desire
to avoid taxes is seldom the reason for a taxpayer's decision to sell or exchange
22
L
property in the country where the property is used in a trade or business.
The exception primarily reaches gains from sales and exchanges of depreciable business property. 123 Inventory and other property held for sale to
customers are assets used in business, but gains from their disposition, even
in bulk sales, are ordinary. 24 Ordinary gains are never governed by the capital
gains source rule and no exception from the rule is relevant to them. The
exception applies, however, to gains from dispositions of some intangibles
that are not depreciable. Goodwill, for example, is not subject to the
allowance for depreciation,125 but is property used in a trade or business. 12
Generally, property should be deemed used in a trade or business only if
that is its most recent use. If property is used for nonbusiness purposes just
prior to its disposition, location of the sale or exchange in the country of an
earlier business use does not show that the place of sale was chosen for nontax
reasons and the prior use in a trade or business should be ignored. 127 Property
that has been retired from use in a trade or business and is held inactive in
the period preceding its disposition is, in contrast, usually sold or exchanged
121.

I.R.C. §904(b)(3)(C)(iii).

122. S. REP. No 938, 94th Cong., 2d Sess. 245, 1976-3 C.B. (Vol. 3) 49, 283. The expressed
reason for the exception does not square with the rule denying this benefit of the exception
to gains from the sale of stock in a corporation. The rule is likely irrelevant, however, since
corporate shares that are used in a trade or business are probably never capital assets and
gains from dispositions of them are likely not affected by the capital gains source rule. See,
e.g., Waterman, Largen & Co. v. United States, 419 F.2d 845 (Ct. Cl. 1969), cert. denied, 400
U.S. 869 (1970).
123. The application of the capital gains source rule to gains from the disposition of
depreciable property, and hence the relevance of exceptions from the rule to such gains,
is sharply limited by the rules requiring that depreciation be recaptured as ordinary income.
See text accompanying notes 65 and 66 supra.
124. I.R.C. §1221(1).

125. Goodwill is not depreciable because its useful life cannot be estimated with reasonable accuracy. Treas. Reg. §1.167(a)-3 (1956).
126. Such intangibles as customer lists and network affiliation contracts that do not have
determinable useful lives, are other examples of nondepreciable personalty that are used
in trades or businesses and yield capital gains on sale.
127. Contemporaneous business and nonbusiness use, on the other hand, is sufficient to
invoke the exception. Assume an American is engaged in a trade or business in France. He
owns a car that he uses for business and pleasure when he is in France. The language
expressing the exception requires only that property be "used in a trade or business . .."
I.R.C. §904(b)(3)(C)(iii). Because the car is used in a trade or business in France, any capital
gain realized by selling the car in France is within the exception, notwithstanding the
personal uses of the car.
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most conveniently and economically in the vicinity of the last use. Such
property should be deemed held for business use so that the exception can
apply to gain realized by a disposition in the country of the most recent use.
If the place of a business use changes during the period a taxpayer holds
an asset, the country in which the property was used most recently should be
treated as the place of use. Assume property is purchased for use in an office
in country X. The office and all property used in it are subsequently moved
to country Y. The place of use exception should apply to gain realized by a
sale or exchange of the property only if the disposition occurs in country y.128
When business property, such as transportation equipment, is contemporaneously used in several countries, the exception apparently applies to
gain from its sale or exchange in any of the countries. The statute requires
only that the sale or exchange occur "in a country ... in which such property
is used in a trade or business .... ."129 It does not limit the exception to

property used exclusively or primarily in the country of the disposition.
If the use of property is not confined to one country, it is often not easy to
decide where the property should be deemed used. Assume a tramp steamer
travels wherever shippers send it. The loading or unloading of cargo in a
country on a few occasions during the ship's history, whether those occasions
are recent or long past, should not qualify that country as a place where the
ship is used in a trade or business. Only sustained and frequent use in a
country gives assurance that a choice of the country as the place of sale is
not tax motivated. Property should therefore be deemed used in a trade or
business in a country only if it is used there regularly. Vagrant property should
not be deemed used in any country.
Use of an intangible in several countries raises the issue of whether it is
one asset or several. Assume a patent, used in producing goods in countries X
and Y, is sold in country X. Does the patent protection given by the laws of
country X constitute property that is distinct from rights extended by the
laws of country Y? Is the taxpayer's entitlement to the invention elsewhere in
the world yet another asset' If these questions are answered affirmatively, the
exception applies only to gain from the sale of country X rights. All gain
from the sale is within the exception, in contrast, if the worldwide rights to
the invention are regarded as one asset. Division of a patent, or of any other
intangible, requires that the price received for the asset be apportioned
among its embodiments in various countries. Also, a rule treating intangibles
as divisible would not significantly narrow the exception for tax-wise sellers
because such a rule would merely cause them to deliver separate instruments
of conveyance in each country in which an intangible is used.130 Tax signifi128. To prevent the exception from becoming a tool for manipulation, the place of most
recent use should be ignored if the use in that place was arranged principally to make the
exception available. Gain from the disposition of property used in a trade or business in
the United States, for example, should not be brought within the exception by a transitory
business use in Canada just before its sale in that country.
129. I.R.C. §904(b)(3)(C)(iii) (emphasis added).
130. Division of the patent in the example might narrow the exception somewhat for
even the most clever seller. If rights to the invention in places other than countries X and Y
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cance would thereby be given to manipulative formalities of the sort the new
rules were designed to discourage. A taxpayer's worldwide rights in an invention, goodwill in an integrated business carried on in several countries,
and any other intangible asset that yields benefit in more than one country,
should therefore be regarded as one asset for purposes of the exception. The
patent, in the example, is used in the country of sale. The exception should
apply to all gain from the sale, even though the rights sold include rights
granted by other countries.
If a taxpayer divides an intangible, that division should be recognized in
applying the exception. Assume the owner of a patent sells country X rights
to an invention in a transaction separate from his sale of country Y rights, or
he sells the country X rights and retains the country Y rights. If the sale of
the country X rights is made in country Y, business use of the invention in
country Y should not bring gain from the sale within the exception. Since
the rights used in country Y are either sold in another transaction or retained
by the seller, the exception for property used in the country of sale simply
does not fit.
The Exception For GainsFrom Sales and Exchanges
in the Country That Is the Source
of Most of a Taxpayer's Income
The capital gains source rule does not apply to a gain from the sale or
exchange of personal property - other than stock in a corporation - in the
country where the "taxpayer derived more than 50 percent of its gross income for the 3-year period ending with the close of its taxable year immediately
preceding the year during which the sale or exchange occurred ....,"11 Because the capital gains source rule applies only to gains from dispositions
made outside the United States, the exception is relevant only if a taxpayer
derives more than 50 percent of its gross income in one foreign country and
realizes gain by a sale or exchange made in that country. The exception is
allowed because the Congress believed that tax avoidance is not often the
reason for locating a sale or exchange in the country from which a taxpayer
32
derives most of his income.L
The words that express the exception raise several interpretative issues.
Most fundamentally, the Congress neglected -to provide rules for identifying
the country in which income is "derived." The origin of income has traditionally been determined by the statutory definitions of the phrases "income
from sources within the United States,"' 33 and "income from sources without
the United States."' 34 The exception, which uses the undefined word "derived"
comprise a separate asset, gain from the sale or exchange of that asset cannot be brought
within the exception because the asset is not used in a trade or business.
131. I.R.C. §904(b)(3)(C)(iii). The exception is stated in the text as Congress intended to
enact it and as it will probably be applied. If read literally, the statute provides a much

narrower exception. See note 91 supra.
132. S. REP. No. 938, 94th Cong., 2d Sess. 245, 1976-3 C.B. (Vol. 3) 49, 283.
133. I.R.C. §§861(a), 863.
134. I.R.C. §§862(a), 863.
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without the statutory term of art "from sources within," may seem to throw
135
established definitions to the wind, but the omission was apparently an error.
In applying the per-country limitation that was repealed in 1976, income from
sources within each foreign country was determined by substituting the name
of that country for "the United States" in the rules defining the term "income
from sources within the United States." 136 The same procedure should be used
to determine the proportion of a taxpayer's income that is "derived" from a
foreign country. 137 The exception will be referred to as the source of income
exception.
135. The omission probably occurred because use of the phrase "from sources within"
would have caused the language of the exception to be grammatically awkward. There is
no suggestion in the legislative history that the drafters of the statute gave any thought to
the meaning of the word "derived."
136. Treas. Reg. §1.863-6 (1975). The substitution exposes many of the idiosyncracies of
the source rules. The rules determining the source of interest and dividends paid by corporations provide a striking example. Interest and dividends paid by a domestic corporation are
income to recipients from United States sources if 20 percent or more of the payor's gross
income is from domestic sources. I.R.C. §861(a)(1)(B), (2)(A). Interest and dividends paid
by a foreign corporation are usually assigned to foreign sources. I.R.C. §861(a)(1)(C), (2)]B).
When 50 percent or more of the gross income of a foreign corporation is effectively connected
with the conduct of United States trades and businesses, however, a proportionate part of
the interest and dividend income paid by the corporation is from United States sources. I.R.C.
§861(a)(1)(D), (2)(B). Interest and dividend income from sources in France, for example, is
determined by substituting "France" for "the United States" in the rules described above and
by treating French corporations as domestic corporations and all other corporations as
foreign. Treas. Reg. §1.863-6 (1975). Assume 70 percent of the gross income of a Delaware
corporation is from French sources and is effectively connected with the conduct of a trade
or business in France. The remainder of its income is from sources within the United States.
The corporation is treated as a foreign corporation in determining whether interest and
dividends it pays are, in whole or in part, from sources within France. The apportionment
rule is thus applied. Because 70 percent of the gross income of the corporation is effectivery
connected with its French business, 70 percent of its interest and dividend payments are
from French sources. Because more than 20 percent of the corporation's gross income is
from United States sources, however, all interest and dividends it pays are United States
source income to the recipients.
137. The proposition stated in the text is most conclusively proven by the inadequacies
of alternative procedures. The gross income derived in a country could be defined as the
income, if any, that is subject to the country's income tax. Foreign countries, however, often
do not tax various categories of income that are in every sense derived from within their
borders. The fact that a foreign country taxes more or less than 50 percent of a taxpayer's
income is therefore not reliable evidence on the issue of whether he has attempted to
manipulate the source of a capital gain. Also, a definition that required a tracing of amounts
taxed abroad to specific items of gross income as defined for United States tax purposes
would impose great administrative burdens. Alternatively, the gross income derived from a
country could be determined by substituting the name of the country for "the United States"
in applying the statutory definition of the phrase "gross income which is effectively connected
with the conduct of a trade or business in the United States." I.R.C. §§871(b)(2), 882(a)(2),
864(c). That procedure would cause the exception to turn exclusively on the origin of business
income, however, and the statute indicates that all gross income is to be taken into account.
Finally, the absence of express reference to statutory definitions might be taken to mean
that the Treasury and the courts are to develop a set of rules of origin specifically for this
purpose. But that would be equivalent to a direction that a gigantic castle be erected to
house a mouse.
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The exception is applied with reference to the sources of a taxpayer's
"gross income for a 3-year period ending with the close of its taxable year
immediately preceding the year during which the sale or exchange occurred ... ."1311 The exception applies to gain realized in the taxable year
1978, for example, if more than 50 percent of the taxpayer's gross income in
1975, 1976, and 1977, in the aggregate, was from sources in the country in
which the sale or exchange is made. 13 The quoted language was borrowed
from rules that determine the source of interest and dividend income received
from corporations.14 0 In the latter context, however, the statutes provide rules
for applying it to corporations that have not been in active existence during
all of the three years described. If a corporation came into being during one
of the three years preceding the year of an interest payment or a dividend
declaration, the interest and dividend rules are applied with reference to the
period of the corporation's existence before the taxable year.14 If a corporation
was organized in 1976, for example, data for the years 1976 and 1977 are
used in applying the rules for 1978. The logic of the rule is probably
sufficiently compelling so that it can be found implicit in the source of income
exception. The interest and dividend rules further provide that the sources
of a payor's income for the year of payment or declaration are determinative
42
if it had no gross income during any of the three preceding taxable years.
If a similar rule is not also inferred from the source of income exception,
gain realized by a taxpayer in the year it comes into existence will lie in
43
a hiatus without a solution. The inference should therefore be made.1
Once it has been determined that a taxpayer derived more than one-half
of its gross income from one foreign country during the relevant period, the
application of the exception turns on issues discussed earlier. A sale or ex138.

I.R.C. §904(b)(3)(C)(iii).

139. If the gain were reported on an installment basis, data from the years 1975 to
1977 would determine the application of the exception to portions of the gain recognized
in years after 1978. The statute refers to the years preceding "the year during which the
sale or exchange occurred.. ." not the year or years in which gain is recognized.
140. The rules determining the source of interest and dividend income paid by corporations are described in note 136 supra. They are applied with reference to the origins of the
payor's gross income in the three taxable years preceding the year interest is paid or dividends
are declared.

141. I.R.C. §861(a)(1)(B), (D), (2)(A), (B).
142. I.R.C. §861(d)(1).
143. The suggested rule creates a circularity in some cases, however. Assume a corporation
realizes a capital gain by a sale of personal property in country X. The sale is made in the first
year of the corporation's existence and the gain comprises 10 percent of its gross income for
the year. One-half of all other gross income is from sources within country X. If the source
of the gain is determined by the place of sale rule, gross income from country X sources
comprises 55 percent of all gross income and the exception applies. If the capital gains
source rule assigns the gain to domestic sources, only 45 percent of all gross income is from
country X sources and the exception does not apply. The exception, however, determines
whether the source of the gain is governed by the place of the sale or capital gains rule.
The exception cannot both determine and depend upon the rule that ultimately governs the
source of a gain. The conundrum should be solved by tentatively assuming that all gains
from the sale of personalty in country X are income from country X sources and making that

conclusion final if the assumption causes the sources of income exception to apply.
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change occurs in the country that the place of sale rule identifies as the
source of any resulting gain.1-4 The exception therefore applies when title
passes from the taxpayer to his purchaser in the country that is the source
of most of the taxpayer's income. When gain is realized by a partnership,
trust, or estate, the exception should apply if the sale or exchange occurs in
the foreign country in which the partner, grantor, or beneficiary who reports
the gain derived a majority of his gross income. 145
The Exception for Gains Realized
by Corporationsin Disposing
of Stock of Other Corporations
The capital gains source rule does not apply to a gain realized by a corporation disposing of stock of another corporation if the sale or exchange is located in a foreign country "in which such second corporation derived more
than 50 percent of its gross income for the 3-year period ending with the
close of such second corporation's taxable year immediately preceding the
year during which the sale or exchange occurred .... ",14"Assume corporation
A, which may be a domestic or foreign corporation, derived most of its gross
income from sources in country X during its three most recently completed
taxable years. If a corporate shareholder of A sells its shares in country X,
any resulting gain is assigned by the place of sale rule to country X sources
and the capital gains source rule does not alter that characterization. Gain
realized by an individual's foreign sale of A shares is not encompassed by the
exception and has its source in the United States under the capital gains rule
unless another exception applies. The exception is also inapplicable, whether
the selling shareholder is an individual or a corporation, if corporation A
derived most of its gross income from foreign sources, but did not realize as
much as 50 percent of it in any single country. Because the capital gains
source rule applies only to gains from sales made without the United States,
the exception is not relevant if the corporation derived most of its income
1
in the United States.

47

144. See notes 103-105 supra, and accompanying text.
145. See notes 118-119 supra, and accompanying text.
146. I.R.C. §904(b)(3)(C)(ii).
147. This exception and the place of business use exception may influence the form of
transactions in which corporations dispose of their subsidiaries. If most income of a subsidiary
is from sources in one foreign country, gain from a sale of the subsidiary's shares in that
country is foreign source income by reason of this exception and the place of sale rule.
If a subsidiary has foreign operations but does not derive as much as one-half of its
income from sourccs in one foreign country, this exception is not available. The place of
business use exception will allow the place of sale rule to yield foreign source income, however,
if assets rather than shares of the subsidiary are sold and the place of sale of each asset is
the country in which it has been used.
A corporation must, however, recognize its gain as a dividend to the extent of the subsidiary's earnings and profits if its ownership of the subsidiary is terminated by sale or
liquidation. I.R.C. §§1248(a), 367(b). The sources of amounts taxed as dividends are not
determined by the capital gains or place of sale rules and therefore cannot be manipulated

as suggested in the previous paragraph.
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The exception, like those described earlier, is provided to allow the place
of sale rule to govern in "situations where the sale is not made in a country
purely for tax purposes .... ,148 The exception does not, however, serve that
objective well. A seller of publicly traded shares usually locates the sale in
the country of the stock exchange that is most accessible to him. If shares
are sold in a privately negotiated transaction, the most convenient and
economical location for the closing transaction is usually a place of business
of the seller, the buyer, or an agent or attorney of one of the parties. In
neither situation is there likely to be a high correlation between the sources
of income of issuing corporations and the places of sale indicated by business
and financial considerations. Tax considerations may often be the reason for
placing a sale or exchange in the country of source of an issuing corporation's
income and the exception likely increased the frequency of such tax motivated
decisions.
Furthermore, the underlying premise, even if accepted as valid, applies
equally whether the seller of the shares is a corporation, an individual, or
some other entity and does not justify the congressional decision to provide
the exception for corporate taxpayers alone. The exception stands principally
as testimony to the effectiveness of the lobbying efforts of multinational
corporations.
The interpretative issues raised by the exception have been discussed
earlier. The country in which a sale or exchange occurs is identified by the
title passage test used in applying the place of sale rule. 49 The countries in
which an issuing corporation derives its income should be ascertained by the
procedures suggested for making the same determination under the source of
50
income exception.1
Conclusion
Because its application usually turns on the artificial and easily manipulated
fact of where title passes, the place of sale rule is one of the weaker elements
of the United States system for taxing international income. The addition of
the capital gains source rule to restrict the reaches of the place of sale rule
must therefore be viewed as progress, but it is progress at a snail's pace. The
new rule applies only to capital gains and only for credit limitation purposes,
but the distortions resulting from the place of sale rule occur in cases that
148. S. REP. No. 938, 94th Cong., 2d Sess. 245, 1976-3 C.B. (Vol. 3) 49, 283. There is a
better justification for the exception which may, however, be a bit too cynical to be stated
in a Congressional report. Gain realized by the disposition of stock of a corporation is
attributable to the value of assets acquired from accumulated earnings and to the collective
estimate of buyers in the market place of the earnings potential of the corporation. In a
realistic sense, the'gain-has its origin at-the place where the corporation derives its earnings.
The exception allows a corporate taxpayer, by an appropriate choice of the place of sale,
to divert gain from the sale or exchange of stock to the country where the corporation that
issued the stock derives most of its income. The exception can therefore be viewed as one
that- allows taxpayers to manipulate the source of a gain into a country where it rightfully
belongs.
149. See notes 103-05 supra and accompanyirig text.
- 150. See notes 133-43 supra and accompanying text,
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involve neither capital gains nor the credit limitation. The new rule can
therefore do no more than curb some of the more obvious abuses. The
exceptions, most notably the exception which allows corporations to realize
foreign source income if they sell their foreign subsidiaries, prevent the rule
from doing even that. The gTeat number and complexity of the interpretative
issues raised by the exceptions is further evidence that a compromised, patchwork solution cannot substantially improve the place of sale rule.
ADjUSTMENTS TO REFLECT THE
RESTRICTIONS ON DEDUCTIONS FOR CAPITAL

LossES

AND THE PREFERENTIAL RATE FOR CAPITAL GAINS

Prior to 1976 the credit limitation was determined by rules that did not
distinguish capital gains and losses from ordinary income and losses. The
rules that determine tax before credit, in contrast, separate capital gains and
losses from ordinary income and losses in two major respects. Long-term capital
gains, to the extent not offset by losses, are taxed at rates that are lower than
those applied to ordinary income. And capital losses are generally deductible
only against capital gains. Because capital gains and losses are specially treated
in determining pre-credit tax, the limiting rules, by indiscriminately commingling capital and ordinary gains and losses, yielded distorted results. The
1976 amendments require several adjustments to the rule that ameliorate
the distortions.- 5
151. The rules and their supporting definitions are stated in the portion of §904(b)
quoted below:
(2) Capital Gains. - For purposes of subsection (a) -

(A) Corporations. - In the case of a corporation (i) the taxable income of such corporation from sources without the United
States shall include gain from the sale or exchange of capital assets only in an
amount equal to foreign source capital gain net income reduced by three-eighths
of foreign source net capital gain,
(ii) the entire taxable income of such corporation shall include gain from
the sale or exchange of capital assets only in an amount equal to capital gain
net income reduced by three-eighths of net capital gain, and
(iii) any net capital loss from sources without the United States to the extent
taken into account in determining capital gain net income for the taxable year
shall be reduced by an amount equal to three-eighths of the excess of net capital

gain from sources within the United States over net capital gain.
(B) Other Taxpayers. - In the case of a taxpayer other than a taxpayer described
in subparagraph (A), taxable income from sources without the United States shall
include gain from the sale or exchange of capital assets only to the extent of foreign
source capital gain net income.
(3) Definitions. - For purposes of this subsection (A) Foreign Source Capital Gain Net Income.- The term "foreign source capital
gain net income" means the lesser of (i) capital gain net income from sources without the United States, or
(ii) capital gain net income.
(B) Foreign Source Net Capital Gain. -The term "foreign source net capital
gain" means the lesser of(i) net capital gain from sources without the United States, or
(ii) net capital gain.
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The goal of the limiting provisions -to restrict the credit for foreign
income taxes to the United States tax, before credit, on foreign income -is
obviously frustrated by a mixing of ordinary income with capital gains that
are taxed at a preferential rate. The overall limitation that is the general
rule of section 904(a) apportions the pre-credit tax ratably among all income.
If no adjustment is made for a preferential rate applied to capital gains, the
apportionment assigns too much of the tax to capital gains and too little to
ordinary income. If the capital gains are foreign, the tax apportioned to them
is a part of the credit limitation and the limitation is larger than the precredit tax on foreign income. The limitation is not high enough to allow
complete abrogation of double taxation if lightly taxed capital gains are
domestic and the limitation is comprised of the United States tax on ordinary
income from foreign sources. The 1976 amendments treat the rate preference
for long-term capital gains of corporations as a partial exclusion from taxable
income and require that none of the pre-credit tax be assigned to the excluded
amounts.
A commingling of capital and ordinary items also distorts the limitation
if there are capital losses. Because these losses are generally deductible only
against capital gains, a foreign capital gain, to the extent it is offset by a
deduction for a domestic capital loss, is not taxed by the United States. The
credit limitation is therefore constructed under the 1976 amendments by
assigning none of the United States tax to foreign capital gains that are so
matched with domestic capital losses. Since the limitation consists of the precredit tax attributed to foreign income, the rule reduces the limitation.
Conversely, if foreign losses are deducted from domestic capital gains, an
adjustment is required to avoid an unfairness to taxpayers. If losses are deducted against long-term capital gains that otherwise would be taxed at a
preferential rate, the deduction causes a lesser reduction of tax than a deduction from ordinary income. The general rule of section 904(a), however,
aggregates all foreign items and causes deductible capital losses from foreign
sources to offset foreign ordinary income to the extent they exceed foreign
capital gains. An inconsistency may result. A foreign loss may be allowed
only as a deduction from lightly taxed domestic gain in determining precredit tax, but may offset foreign ordinary income in the limitation arithmetic.
The inconsistency causes the limitation to be understated. The 1976 amendments adjust the section 904 arithmetic for corporations so that foreign
capital losses reduce the limitation in amounts more nearly equal to the
reductions in pre-credit tax resulting from capital loss deductions.
The Adjustment for
Domestic Losses Deducted
Against Foreign Gains
The 1976 amendments require that the credit limitation be determined
without attributing any pre-credit tax to foreign capital gains that are matched
by deductions allowed for domestic capital losses. The rationale for the rule
is illustrated by the following example. Assume a United States person has
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substantial ordinary income and also realizes equal amounts of foreign capital
gain and domestic capital loss. Capital losses may generally be deducted only
from capital gains. 1.5 - The foreign gain in the example therefore makes the
domestic loss deductible and the presence of the gain adds nothing to the
pre-credit tax. The policy that double taxation be eliminated does not require
the allowance of credit for foreign taxes on income the United States does not
tax. In cases like the example, the Congress concluded, there is no United
States tax on foreign capital gain and foreign income taxes on the gain should
not be creditable2 53
The new rules purport to accomplish that result by modifying the
numerator of the limiting fraction provided by section 904(a). In general,
section 904(a) limits the credit for foreign income taxes to the United States
tax, before credit, multiplied by the fraction:
Taxable income from sources without the United States
Entire taxable income
The new rules provide that capital gains from sources without the United
States are removed from the numerator of the fraction to the extent they
exceed "foreign source capital gain net income."1 55 Foreign source capital
gain net income is the lesser of capital gain net income from sources without
the United States or capital gain net income from all sources. 156 Capital gain
net income is the excess of all capital gains, short-term and long-term, over
all capital losses.15 7 Shed of their obscure language, the rules essentially require
that the numerator not include foreign capital gains that are offset by domestic
capital losses.
The rules are literally applicable when domestic capital transactions result
in net gains, but they affect no result in those cases. Assume a taxpayer has
capital gains from domestic sources of $96 and additionally has gains of $10
and losses of $6 from foreign capital transactions. The new rules provide
the foreign gain of $10 may be included in the numerator of the limiting
fraction only to the extent of foreign source capital gain net income. Foreign
source capital gain net income is the lesser of capital gain net income from
sources without the United States, $4 in the example, or capital gain net
152. See note 42 supra.
153. S. REP. No. 938, 94th Cong., 2d Sess. 243, 1976-3 C.B. (Vol. 3) 49, 281.
154. Any gain "so treated under section 1231" is deemed capital gain for this purpose.
I.R.C. §904(b)(3)(D).
155. I.R.C. §904(b)(2)(A)(i), (B).
156. I.R.C. §904(b)(3)(A). Capital gain net income from sources without the United
States consists of capital gains from sources without the United States, reduced by capital
losses assigned to foreign income by the rules for allocating and apportioning deductions. A
capital loss is allocated to foreign income if the asset disposed of yielded foreign source
income while held and is apportioned between foreign and domestic income if the asset
produced income from both sources. Treas. Reg. §1.861-8(e)(7) (1957). See note 56, supra.
157. I.R.C. §1222(9). Capital gain net income includes gains and losses from dispositions
of property described in §1231 and depreciable property held more than one year for use
in a trade or business, but only if §1231 characterizes the gains and losses as capital. See

notes 62-64 supra and accompanying text.
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income from all sources; which is $100. The numerator of the limiting fraction may, in sum, include only $4 of the $10 foreign gain. But the same
result follows under general principles. Deductions for foreign losses are
allocated to foreign income. Because the foreign loss of $6 is allocated to
foreign income of $10, foreign capital transactions add only $4 to taxable
income from foreign sources.
The new rules provide unique results only for taxpayers who have net
gain from foreign capital transactions and net capital loss from domestic
sources. Assume a taxpayer has only two capital transactions, a foreign sale
that produces a gain of $10 and. a domestic sale made at a loss of $6. Since
the foreign-gain is not offset by any loss deduction allocable to foreign income, the general rules include all of the gain in the numerator of the limiting fraction. The new rules 'remove $6 of the gain from the numerator.
Capital gain net income from all sources without the United States is $10
and capital gain net income from all sources is $4. Foreign source capital
gain net income, the lesser of the two amounts, is $4 and no more than that
amount of foreign capital gain may be included in the numerator of the
limiting fraction.215 Because the new rules affect the outcome of only those
cases in which there is net capital loss from domestic transactions, they are
referred to here as the domestic loss rule.
One might expect a rule as complex as the domestic loss rule to carry out
its policy with some precision. This one does not. The credit is limited to its
function of eliminating double taxation only if no credit is allowed for foreign
taxes on income the United States does not tax. If domestic losses are viewed
as eliminating United States tax on foreign gain, credit for foreign taxes on
the gain should be denied. The domestic loss rule may or may not cause that
result. The rule only modifies the credit limitation and does not directly bar
credit for taxes on any gain. Foreign taxes on a gain are at least partially
allowed as credits, notwithstanding removal of the gain from the numerator
of the limiting fraction, whenever the income that remains in the numerator
is- taxed abroad at rates lower than United States rates. When the rule reduces the limitation to an amount that is less than the foreign income taxes
imposed on a taxpayer, credit for the excess taxes may not be permanently
lost because they may be carried forward and perhaps allowed as credits in
other years 159
The inaccuracies inherent in the. domestic loss rule are illustrated by the
following examples. Assume a United States person, whose entire taxable income is $1000, has a foreign capital gain of $10 and a domestic capital loss
of $10. If the gain is the taxpayer's only, foreign income, the domestic loss
158. The same result could occur if the gain and loss were recognized in different years.
Aishme'the foreign iapital gain of $10 is the only capital gain or loss recognized in a given
year. The gain is initially included in the numerator of the limiting fraction. The next
year the taxpayer's only capital transaction yields a loss of $6. The loss is not deductible
for thatyear but is carried back to. the prior year. When so carried back, the loss is deducted
from -the foreign gain recogniied in the carryback year and the numerator for the year must
be reduced by $6 as part of the carryback arithmetic.
159. See note 14 supra.
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rule reduces the limitation to zero 60 and credit for foreign taxes on the gain
is denied for the year the taxes are imposed. The taxes are carried to other
years, however, and will be allowed as credits if they may be carried forward
to years in which the limitation exceeds the taxes currently imposed. Alternatively, assume the taxpayer has foreign ordinary income of $10 in addition
to his foreign capital gain of $10. The numerator of the limiting fraction,
which is $20 under the general rules, is reduced to $10 by the domestic loss
rule.161 If the United States tax rate is a flat 48 percent, the limitation is
($480) (10/1,000) = $4.8. Foreign income taxes, including those on the
foreign capital gain, are creditable up to $4.8 which is 24 percent of the
total foreign income of $20. Foreign taxes on the foreign gain are fully
creditable if the average rate of foreign tax on all foreign income, capital and
ordinary, does not exceed 24 percent. Current credit for taxes on the gain is
wholly denied only if 48 percent or more of the foreign ordinary income is
taken in foreign taxes. Assume, as a third alternative, the taxpayer's foreign
income consists of $500 of ordinary income and $10 of capital gain. His credit
limitation, as modified by the domestic loss rule, is ($480) (500/1,000) =
$240.162 The limitation is about 47 percent of the taxpayer's total foreign
income of $510. Foreign taxes on the foreign income, capital and ordinary,
are fully creditable if the average rate of foreign tax is only slightly lower than
the United States rate.
The problems illustrated by the examples are not unique to the domestic
loss rule. A credit limitation determined on an overall basis is a blunt instrument. Modifications can sharpen its focus, but cannot bring precision. The
domestic loss rule may therefore be an improvement upon the overall limitation even though it achieves its purpose only approximately.
The extent of the improvement depends, first, upon the validity and
relevance of the premise underlying the rule: that a foreign capital gain is
not subject to United States tax if it is offset by a domestic capital loss. A
net domestic loss from capital transactions is currently deductible only to
the extent of net foreign capital gain.1 63 But, capital losses that are not
160. Capital gain net income from foreign sources is $10 and capital gain net income from
all sources is zero. The lesser of the two amounts, zero, is foreign source capital gain net
income and is the maximum amount of foreign capital gain that may be included in the
numerator of the limiting fraction.

161.

As in the previous example, foreign source capital gain net income is zero and no

part of the foreign
therefore comprised
162. As in the
foreign capital gain

capital gain may be included in the numerator. The numerator is
of only the foreign ordinary income, $10.
previous example, the numerator does not include any part of the
and consists only of the foreign ordinary income, here $500.

163. The statement in the text must be qualified somewhat in its application to taxpayers other than corporations. If capital losses of an individual or other noncorporate taxpayer exceed capital gains, one-half of the excess, but not more than $3,000, is deductible
against ordinary income. I.R.C. §1211(b). If a noncorporate taxpayer has not capital loss
from domestic sources and an equal or larger amount of net gain from foreign capital transactions, the domestic loss rule removes foreign gain from the numerator of the limiting
fraction to the full extent of the domestic loss, notwithstanding that $6,000 of the loss
would have been allowed as a $3,000 deduction against ordinary income in the absence
of all foreign gains.
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currently deductible may be carried to other years and be deducted against
capital gains in those years. 6 4 The realization of foreign capital gains may
therefore affect only the timing of deductions for domestic capital losses that
would, in the absence of the gains, be allowed against domestic gains of
another year. 1 5
A defender of the domestic loss rule may argue that timing coincidents
are inevitably significant under an overall limitation determined annually.
Credit for foreign taxes on foreign capital gain may be denied by the general
rules if foreign capital loss is recognized in the same year. The deduction of
capital loss from foreign capital gain should have the same effect, it may be
argued, whether the loss is foreign or domestic. The matching of foreign gains
and losses is, however, a natural consequence of an overall limitation. The
domestic loss rule effectively reallocates domestic deductions to foreign income, an extraordinary result that should be adopted only if supported by
convincing reasons. The premise underlying the domestic loss rule supplies
such a reason only when a domestic loss, not matched by a current foreign
gain, is not absorbed by a domestic gain in any year to which it may be
carried, a fact that cannot be known in the year the loss is sustained.
The ease with which the rule may be avoided raises further doubt about
its wisdom. If a taxpayer intends to make three sales of capital assets during
a brief period that will overlap two taxable years, the transactions will produce equal amounts of domestic gain, domestic loss, and foreign gain. No
other capital gains or losses will be recognized in either year. The transactions
could be divided between the two years in the following ways: (a) consummate all three transactions in one year, (b) recognize both gains in one
year and the loss in the other, (c) recognize the domestic gain and the
domestic loss in one year and the foreign gain in the other, and (d) recognize
the domestic loss and the foreign gain in one year and the domestic gain in
the other. The foreign gain stands alone with the domestic loss only in the
fourth alternative and the domestic loss rule therefore applies only if the
transactions are so arranged. Taxpayers cannot always adjust the timing of
their transactions, even within relatively brief periods of time, without affecting economic substance. When three transactions are planned, however, the
timing of one can usually be varied without significantly altering a taxpayer's
investment strategy. If that modest degree of flexibility is assumed, at least
two of the four alternatives are available and the domestic loss rule merely
sets a trap that can easily be avoided by competent planning.166 The improvement made by the domestic loss rule is, in sum, negligible.
164. Corporations can carry most capital losses back three years and forward five years.
I.R.C. §1212(a). Other taxpayers can carry capital losses forward indefinitely but may not
carry them back. I.R.C. §1212(b).
165. Because noncorporate taxpayers are allowed to deduct capital losses from ordinary
income to a limited extent, the use of domestic losses as deductions against foreign gains
may not even effect a timing change. See note 163 supra.
166. Other planning opportunities arise from the interrelationship of the domestic loss
rule and the hotchpot rule of §1231. (Section 1231 is described in notes 62-64 supra and
accompanying text). Assume a taxpayer realizes gains of $100 and losses of $99 from sales
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The Adjustment for the
Alternative Tax on Long-Term
Capital Gains of Corporations
The corporate tax rate applied to net capital gain (that is, an excess of
net long-term capital gain over net short-term capital loss) is 30 percent
rather than the usual 48 percent. 16 7 Until 1976 the rules limiting the credit for
foreign income taxes made no allowance for that rate differential. It is
perhaps obvious that the [imitation rarely equals the United States tax on
foreign income when it is determined by procedures that indiscriminately
commingle income types that are taxed at different rates. An example aids,
however, in understanding the nature of the resulting distortions and the
application of the rules added in 1976 to correct them.
Assume the taxable income of a corporation consists of $100 of ordinary
income and $100 of net capital gain. Assume also that the United States tax
rates are a flat 48 percent on ordinary income and 30 percent on net capital
gain. The corporation's tax, before credit, is $78 - consisting of tax of S48
on the ordinary income and $30 on the net capital gain. If the ordinary
income is foreign and the net capital gain has its source in the United States,
the credit limitation should be $48, the pre-credit tax on ordinary income.
The United States tax on the net capital gain, $30, should be the limitation
in the converse situation. 'However, if the limitation is determined without
differentiating capital gains from ordinary income, it is ($78) (100/
200) = $39 whenever foreign source taxable income is $100. The limitation
is too high if the net capital gain is foreign and too low if the foreign income
is ordinary.
The drafters of the 1976 amendments reached a solution to the problem
by viewing the rate preference for net capital gain of corporations as an income exclusion. Because the 30 percent tax on that gain is five-eighths of the
48 percent rate generally applied, the rate reduction is equivalent to an exclusion of three-eighths of net capital gain from taxable income. The amounts
that so escape United States tax are excluded from the limitation arithmetic.
Three-eighths of foreign source net capital gain is subtracted from the
numerator of the limiting fraction, taxable income from sources without the

of §1231 property during the first eleven months of a taxable year. The gains are foreign
and the losses are domestic. If no other §1231 transactions occur during the year and the
hotchpot is positive, all gains and losses are capital. I.R.C. §1231(a). The domestic loss rule
applies, assuming these are the taxpayer's only capital gains and losses, and only $1 of the
foreign gains is included in the numerator of the limiting fraction. If the taxpayer realizes
an additional $2 of §1231 loss before the year ends, however, the hotchpot is negative and
all gains and losses are ordinary. Id. When the gains are not capital, the domestic loss rule
is inapplicable and the numerator includes all of the $100 gain from §1231 transactions.
167. The term "net capital gain" is defined by §1222(11). Section 1201(a) provides that
the tax of a corporation having net capital gain is 30 percent of the gain plus a tax at the
usual rates on the remainder of its income. The usual rates are provided by section 11 and
include a tax of 48 percent on taxable income in excess of $50,000.
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entire taxable income, the denominator of the fraction, is

reduced by three-eighths of all net capital gain.16 9
The application of the rules is illustrated by the example used earlier.
Assume the net capital gain of $100 is from foreign sources and the ordinary
income of equal amount is domestic. Foreign source taxable income, the
numerator of the fraction, is reduced by three-eighths of the foreign source
net capital gain of $100.170 The denominator, which-is reduced by threeeighths of all net capital gain, is diminished by the same amount since all
net capital gain is foreign. The limitation, so adjusted, is ($78) (62.5/162.5) =
$30. The limitation equals the pre-credit tax on the net capital gain that
comprises the taxpayer's foreign income.
In the converse situation, in which the foreign income of $100 is ordinary,
the numerator of the fraction is not affected because there is no foreign source
net capital gain. But entire taxable income, the denominator of the fraction,
is reduced by three-eighths of all net capital gain. The limitation is therefore
($78) (100/162.5) = $48 and again equals the United States tax, before
credit, on foreign income.

If foreign income is all capital or all ordinary, the adjusting rules eliminate
the averaging of United States rates that formerly occurred in the limitation
arithmetic. The capital gains and ordinary rates are still averaged, however, if
taxable income from foreign sources includes both ordinary income and

capital gains. Assume the foreign source taxable income of $100 in the
example is comprised of equal portions of ordinary income and long-term
capital gain. The numerator of the fraction, which is $100 before adjustment,
is reduced by three-eighths of the foreign source net capital gain of $50. The
168. I.R.C. §904(b)(2)(A)(i). Foreign source net capital gain is the lesser of net capital
gain from sources without the United States or net capital gain from all sources. I.R.C.
§904(b)(3)(B). Net capital gain from sources without the United States is an excess of net
long-term capital gain from foreign sources over any foreign net short-term capital loss.
See I.R.C. §1222(11). Net long-term capital gain from foreign sources is the sum of longterm capital gains from sources without the United States reduced by all long-term capital
losses that are assigned to foreign income by the rules allocating and apportioning deductions. See I.R.C. §1222(7); Treas. Reg. §1.861-8(e)(7) (1957). A net short-term capital loss
from foreign sources is an excess of short-term losses allocated and apportioned to foreign
income over short-term gains from sources without the United States. See I.R.C. §1222(6).
169. I.R.C. §904(b)(2)(A)(ii).
170. If a corporation has foreign gains and domestic losses, the numerator of the limiting
fraction may be reduced by both the domestic loss rule and the adjustment described in the
text. Assume a corporation has $100 of ordinary income from domestic sources, a domestic
capital loss of $50, and $150 of long-term capital gains from sources without the United
States. The domestic loss rule allows only $100 of foreign capital gain in the numerator of
the limiting fraction. (Capital gain net income from all sources, $100, is less than capital
gain net income from sources without the United States, $150). The former is therefore
foreign source capital gain net income and is the maximum amount of foreign capital gain
that the numerator may contain. The adjustments for the rate preference require that the
numerator be reduced by three-eighths of foreign source net capital gain. Foreign source
net capital gain is the lesser of net capital gain from sources without the United States,
$150, or net capital gain from all sources, $100. The adjustment is therefore three-eighths of
$100 or $37.5. The numerator, which is initially $150, is reduced to $100 by the domestic
loss rule and then to $62.5 by the adjustment for the rate preference.
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denominator, which includes $100 of net capital gain, is reduced by threeeighths of that amount. After both adjustments are made, the limiting
formula is ($78) (81.25/162.5) = $39. The resulting limitation is comprised
of United States taxes of $24 on the foreign ordinary income and $15 on
the foreign net capital gain. As in previous examples, it equals the pre-credit
tax on foreign income. Credit for foreign taxes on foreign capital gain is not
limited, however, to the United States tax, before credit, on the gain. If the
taxpayer is taxed abroad on all foreign income, ordinary and capital, at a
flat rate of 39 percent, for example, the foreign taxes of $39 are fully creditable
even though the foreign taxes of $19.5 on capital gain exceed United States
taxes on the gain. That result is an unavoidable consequence of an overall
limitation. Whenever various segments of a taxpayer's income are taxed by
the United States or by foreign countries at different rates, the overall limitation averages the rates, and the credit for foreign taxes on any segment of
income is not restricted to the pre-credit tax on that income.
Within the context of an overall limitation, therefore, adjustments for
net capital gain can at best produce a limitation for all foreign income taxes
that equals the United States tax, before credit, on all foreign income. The
adjusting rules enacted in 1976 reach that objective, if corporate ordinary income is subject to an effective rate of United States tax, before credit, of
exactly 48 percent. The marginal rates now applied to the ordinary income
of corporations are 20 percent of the first $25,000 of taxable income, 22 percent of the next $25,000, and 48 percent of taxable income in excess of
$50,000.171 The effective rate of tax - total taxes divided by taxable income approaches 48 percent if income is very large, but can be much less.
The adjustments are most obviously inappropriate for corporations that
do not use the special rate for net capital gain. Because the alternative rate
of 30 percent applies only if it produces a lesser tax than the normal rates, a
corporation with less than $50,000 of taxable income is taxed on all its income
at the 20 and 22 percent rates. 17 2 The unadjusted limitation of such a corporation equals the pre-credit tax on foreign income, and the adjustments produce distortions where none existed before. Assume a corporation has $20,000
of taxable income. Its pre-credit tax is simply 20 percent of taxable income,
or $4,000. If one-half of taxable income is from foreign sources, the limitation
should be $2,000 whether the foreign income is capital, ordinary, or a mixture
of the two. The overall limitation, unadjusted, yields that result, but the adjustments move the limitation away from it. If the foreign income is all
capital and there are no domestic capital gains, for example, the limitation,
as adjusted, is ($4,000) (6,250/16,250) = $1,540 and is $460 less than it

171. The rates described in the text apply, according to the present statutes, only to
taxable years ending with or during the calendar years 1975 through 1979. I.R.C. §ll(b)(2),
(d)(2). For taxable years ending in 1979 and thereafter the rates are scheduled to revert to
their earlier level of 22 percent on the first $25,000 and 48 percent on the excess. I.R.C.
§ll(b)(1), (d)(l). It is this writer's guess that the present rates will become permanent and

that the reversion to the earlier iates will never occur.
172. I.R.C. §1201(a).
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should be to allow the credit to eliminate double taxation. Conversely, the
limitation is too large if all foreign income is ordinary.
If ordinary income exceeds $50,000, the alternative tax provisions subtract net capital gain from the amount that would otherwise be taxed at the
marginal rate of 48 percent and substitute a tax of 80 percent of net capital
gain. The rate preference then appears to be equivalent to an exclusion of
three-eighths of net capital gain from taxable income, as the Congress presumed. The adjusting rules derived from that premise do not lead to correct
results, however, as the following example illustrates. Assume the taxable
income of a corporation consists of ordinary income of $100,000 and net
capital gain of $100,000. United States tax, before credit, is
Tax on ordinary income at graduated rates
Tax on net capital gain at 80 percent
Total

$84,500
30,000
$64,500

If the taxpayer's foreign income consists of the net capital gain of $100,000,
the limiting fraction is adjusted by reducing its numerator and denominator
by three-eighths of that amount. The credit limitation resulting from the
adjustments is ($64,500) (62,500/162,500) = $24,807. The limitation is significantly less than the tax of $30,000 that is imposed before credit on the
foreign source net capital gain. If more than $24,807 is paid in foreign
income taxes, double taxation will not be fully abated. If all ordinary income
is foreign and net capital gain is domestic, however, only the denominator of
the limiting fraction is adjusted and the limitation is ($64,500) (100,000/
162,500) = $39,693. Because the limitation exceeds the pre-credit tax of
$34,500 on the foreign source ordinary income, the credit may offset United
States tax on United States income and is not restricted to the role of
eliminating double taxation. Because the effective rate of tax on ordinary income is always less than 48 percent, in sum, the adjustments for net capital
gain overcompensate for the rate preference and produce errors opposite in
direction from those that obtained under prior law.
Accurate adjustments for the rate preference could be devised by basing
them on the actual ratio of the effective rates on capital gains and ordinary
income, rather than the fixed ratio of 30 percent to 48 percent. The following steps accomplish those adjustments:
1. Determine the ratio of the effective rate of tax on capital gains to
the effective rate of tax on ordinary income. In the example the tax
on $100,000 of net capital gain is $30,000 and the tax on $100,000 of
ordinary income is $34,500. The effective rates are 30 and 34.5 percent. The ratio of the two rates is 87 percent.
2. Subtract that ratio, expressed as a percentage, from 100 percent. The
result in the example is 13 percent.
3. Reduce the numerator of the limiting fraction, taxable income from
foreign sources, by that percentage of foreign source net capital gain.
If the foreign income in the example is the net capital gain of
$100,000, the adjustment reduces the numerator to $87,000.
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4. Reduce the denominator of the limiting fraction, entire taxable income, by that percentage of all net capital gain. The reduction in
the example is from $200,000 to $187,000.
These procedures yield the following limitation in the example: ($64,500)
(87,000/187,000) = $30,000. The result equals the pre-credit tax on the net
capital gain that comprises foreign source taxable income.
The procedures just described are complex and suggest that the relative
simplicity of the rules enacted may be an advantage that outweighs the
advantage of greater accuracy. For corporations with modest taxable incomes
the adjusting rules yield rough justice at best and often produce limitations
that are farther from correct than those provided by prior law. Viewed in
terms of aggregate revenue impact, however, the rules are not far from the
mark. The large corporations that claim the most substantial credits for
foreign income taxes are usually taxed on their ordinary incomes at effective
rates that are not significantly less than 48 percent before the credit. For them
the adjusting rules provide limitations that are almost correct. The most
obvious errors can be eliminated by an amendment providing that the adjustments be made only for corporations that use the alternative tax provisions, 3
So amended, the adjusting rules may be the best available compromise between the needs for reasonable accuracy and administrative feasibility.
The Effects of the Alternative
Tax for Individualson
the Credit Limitation
The adjustments for net capital gain are only made for corporations. The
distortions they are intended to correct also occur in the credit limitations of
individuals and other noncorporate taxpayers whenever net capital gain is
taxed at the alternative rate of 25 percent.' 74 The discrepancies created by
the alternative tax for noncorporate taxpayers are, however, proportionately
smaller than those resulting from the corporate alternative tax and the Congress
therefore decided to leave the problem uncorrected.
173. As initially passed by the House and Senate, H.R. 10612, 94th Cong., 2d Sess.
(1976), the bill that became the Tax Reform Act of 1976, contained adjusting rules which
were identical to those enacted except that they applied only to corporations using the
alternative tax provisions. The adjusting rules were, however, expressed in the same sentence
as the domestic loss rule. There is no reason to limit the domestic loss rule to apply only to
taxpayers that use the alternative tax provisions and the Conference Committee apparently
so concluded. It retained the single sentence structure of the House and Senate versions,
however, and by striking out the reference to the alternative tax provisions it subjected all
corporate taxpayers to the rules adjusting for the rate preference and the domestic loss rule.
174. The preference provided for capital gains of noncorporate taxpayers can be
summarized as follows: The preference is extended only to net capital gain, that is, an
excess of net long-term capital gain over net short-term capital loss. I.R.C. §1222(11). Section
1202 allows a deduction for one-half of net capital gain. The remaining one-half of net
capital gain is usually taxed at the same rates that apply to other income. An alternative
tax is substituted, however, if it is less than the tax computed by the foregoing rules. The
alternative tax is 25 percent of net capital gain (or 25 percent of $50,000 if net capital gain
is larger), plus a tax at the usual rates on all other income. I.R.C. §1201(b), (c).
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Two examples illustrate the application of the limiting rules to noncorporate taxpayers with net capital gain. First, assume an individual has
$10,000 of ordinary income, $10,000 of net capital gain, and no- deductions
other than that -allowed by section 1202 for one-half of net capital gain.
Taxable income is $15,000. The regular tax is less than the alternative taxm
and the alternative rate is therefore not used. Net capital gain, after it is
reduced by one-half by section 1202, is therefore taxed at the usual individual
rates. Because all segments of taxable income are subject to the same rates, no
rate averaging occurs in the limiting arithmetic and the distortions sought to
be corrected by the corporate adjustments are not present. If the net capital'
gain in the example is foreign and the ordinary income is domestic, taxable
income from sources without the United States is $10,000 (the foreign source
net capital gain), less $5,000 (the section 1202 deduction that is allocable to
that gain), or $5,000. The numerator of the limiting fraction is therefore onethird of entire taxable income. The credit limitation is one-third of the precredit tax and appropriately reflects the fact that the net capital gain which
comprises the taxpayer's foreign income makes up one-third of entire taxable
income. Conversely, if the ordinary income is foreign and the net capital
gain is domestic, the limitation is two-thirds of the United States tax, before
credit, and again realistically represents the pre-credit tax on foreign income.
The credit limitation of a noncorporate taxpayer is less exact, however, if
taxable income is large enough to cause net capital gain to be taxed at the
alternativ& rate of 25 percent. If the effective rate of pre-credit tax on an individual's ordinary income is 70 percent 7 6 and he has net capital gain that is
taxed at the alternative rate of 25 percent, the preferential rate is 45 percentage points less than the effective rate on ordinary income. The rate reduction is equivalent to an exclusion of 45/70ths of the gain from taxable income. The numerator and denominator of the limiting fraction, foreign source
taxable income and entire taxable income, are determined with the section
1202 deduction that removes only one-half (55/70ths) of net capital gain from
taxable income. The overall limitation therefore allocates a portion of the
United States tax to the 10/70ths of the gain that is included in taxable income, but is effectively relieved of United States tax. Too much of the precredit tax is allocated to net capital gain. If net capital gain is foreign, the
credit limitation is larger than the United States tax on foreign income and
the credit is not restricted to its role of eliminating double taxation. Conversely, the limitation is too small if foreign income is disproportionately
ordinary. The example is an extreme one because it assumes a taxpayer with
a very large income who realizes the maximum savings from the alternative
175.

If the taxpayer is unmarried, the regular tax is $3,520 and the alternative tax is

$4,590, comprised of a regular tax of $2,090 on ordinary income and 25 percent of net
capital gain. I.R.C. §§1(c), 1201(b).
176. Because the highest marginal rate of tax is 70 percent and the lower rates apply to
some income of every taxpayer, the 70 percent effective rate assumed in the example is not

possible. It is close enough to the possible, however, to illustrate the situation of noncorporate
taxpayers with very large incomes. An unmarried individual with taxable income of $10
million, for example, is taxed at an effective rate of 69.83 percent.
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tax. But, it illustrates the distortion that is always present to some extent in
the limitations of noncorporate taxpayers with net capital gain taxed at the
alternative rate.
The Congress concluded that the magnitude of the distortion is not, however, large enough to warrant the addition of correcting rules. 1 7 The alterna-

tive rate of 25 percent is never more than 10 percentage points lower than
the rates at which net capital gain of noncorporate taxpayers is otherwise
taxed. The corporate alternative tax, on the other hand, can reduce the
effective rate of tax on net capital gain by as much as 18 percentage points.
The effective rate reductions allowed by the alternative tax provisions
approach their maxima when large amounts of ordinary income are taxed
at the highest marginal rates. The highest marginal rate provided for noncorporate taxpayers, 70 percent, is reached at taxable incomes of $200,000
for married individuals 1 and of $100,000 for others. 79 The highest corporate rate applies to income in excess of $50,000. The alternative tax for noncorporate taxpayers applies to no more than $50,000 of net capital gain. s °
There is no limit on the amount of gain that may qualify for the alternative
tax on corporations. Because the need for adjustments to reflect the alternative
tax on individuals is not compelling and rules effecting those adjustments
accurately would be very complex, the decision of the Congress to leave the
problem alone is a wise one.
The Adjustment for Foreign CapitalLosses that are
Deducted Against Domestic Gains
Without appropriate adjustments, the overall limitation is unfairly deflated for a taxpayer who has net capital loss from foreign sources and net
capital gain from sources within the United States. The foreign loss is deducted from domestic gain in determining pre-credit tax. The deduction
therefore reduces tax in an amount measured by the preferential rate that
would otherwise apply to the gain. The numerator of the limiting fraction
is determined, in contrast, by subtracting the foreign loss from foreign ordinary
income.,' The loss deduction therefore reduces the limitation in an amount
177. S. RE,. No. 938, 94th Cong., 2d Sess. 244, 1976-3 C.B. (Vol. 3) 49, 282.
178. I.R.C. §1(a).
179. I.R.C. §1(c).
180. I.R.C. 1201(b).
181. It has been asserted that foreign capital losses are properly deducted in determining
the numerator of the limiting fraction for pre-1976 years only to the extent of foreign capital
gains. McDermott and Oliver, The Effect of Foreign Source Capital Losses on the Foreign
Tax Credit, 4 INT'L TAX J. 679 (1977). The assertion rests on the idea that the numerator,
taxable income from sources without the United States, is computed by applying the usual
rules for determining taxable income as though the taxpayer's United States income and
deductions did not exist. Because capital losses are generally deductible only to the extent
of capital gains, this method, if it were the one provided by law, would insure that a net
capital loss from foreign sources would not reduce the numerator. The argument unfortunately ignores §862(b) which defines taxable income from sources without the United
States to be gross income from foreign sources less the deductions properly allocated and
apportioned to that gross income. A net capital loss from foreign sources is deductible to the
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determined by the ordinary income rates and the limitation becomes smaller
than the pre-credit tax on foreign income.
Assume a corporation has the following items of income and loss:
From Foreign

From All

Sources

Sources

Ordinary income

$500

$1,000

Net capital gain or (loss)

(100)

200

$400

$1,200

Total

The tax before credit, assuming United States rates to be 48 percent on
ordinary income and 30 percent on net capital gain, is $540. The credit
limitation, without adjustment, is ($540) (400/1200) = $180. The United
States tax on the foreign income should, however, be viewed as consisting
of a tax of $240 on the foreign ordinary income, 48 percent of $500, less $30
to represent the tax saved by deducting the foreign capital loss of $100 from
net capital gain from domestic sources. The resulting amount, $210, is $30
larger than the unadjusted limitation.
The 1976 amendments require two adjustments to correct these discrepancies, but only for corporations. First, the numerator of the limiting fraction is increased'8 2 whenever net capital gain from all sources is determined
by deducting foreign capital loss, short-term or long-term, from net capital
gain from sources within the United States. 8 3 In the example, net capital
gain from domestic sources ($300) is reduced by foreign capital loss ($100)
extent domestic capital transactions result in a net gain and the issue is therefore whether
a deduction for a net foreign capital loss is properly allocated to foreign or domestic income.
The phrases "foreign source capital loss" and "foreign capital loss" are not defined in the
statute and have no meaning unless they refer to losses the deduction of which is allocable
to foreign gross income. A foreign source capital loss is therefore one which, by definition,
decreases the numerator of the limiting fraction to the extent it is deductible in determining
entire taxable income.
182. The statute describes the adjustment as a reduction of net capital loss from foreign
sources. I.R.C. §904(b)(2)(A)(iii). Because foreign net capital loss, to the extent taken into
account, reduces the numerator of the limiting fraction, the adjustment is a reduction of a
reduction and is more easily understood as an increase.
183. The adjustment is made if a corporation has "net capital loss from sources without
the United States

. .

." and "net capital gain from sources within the United States ...

"

I.R.C. §904(b)(2)(A)(iii). Net capital loss from sources without the United States is an
excess of capital losses assigned to foreign income by the rules for allocating and apportioning deductions, over capital gains from foreign sources. See I.R.C. §1222(10); Treas. Reg.
§1.861-8(e)(7) (1957). Net capital gain from sources within the United States is an excess
of net long-term capital gain from domestic sources over net short-term capital loss from
such sources.
There is a definitional error in the statute. Capital loss carrybacks and carryovers do
not enter into the determination of "net capital loss" in any carryback or carryover year.
I.R.C. §1222(10) (last sentence). A carryback or carryover from foreign sources may be allowed
as a deduction against net capital gain from domestic sources and may therefore create the
inequity sought to be remedied by the adjustment. Because the carryback or carryover is
not a part of "net capital loss," however, it will not invoke the adjustment procedure.
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to produce net capital gain from all sources of 5200. The adjustment is
therefore made. The amount of the adjustment is three-eighths of the lesser
of net capital loss from foreign sources or three-eighths of domestic net capital
5
gain.1
1 The adjustment in the example is three-eighths of $100, or $37.50, and
raises the numerator of the limiting fraction from $400 to $437.50. The
second adjustment is required by a rule described earlier: Entire taxable
income is reduced by three-eighths of net capital gain from all sources.8 5
This adjustment is $75 in the example (three-eighths of $200), and the
denominator becomes $1125. The credit limitation, as modified, is ($540)
(437.5/1125) = $210. It is equal to the amount identified earlier as the precredit tax on foreign taxable income.
The foreign loss adjustment, like the adjustments for net capital gain,
would be precisely correct if the ordinary incomes of corporations were taxed
at an effective rate of 48 percent. The effective rate of a corporation's precredit tax can never be as high as 48 percent, however, and the adjustment is
therefore always somewhat off the mark.
If taxable income is less than the surtax exemption of $50,000, all income
is taxed at the normal rates of 20 and 22 percent 8 6 and the alternative rate of
30 percent on net capital gain is inapplicable. 8 7 There is then no rate
preference for net capital gain and the foreign loss adjustment, like the other
adjustments intended to reflect the capital gain preference, is not appropriate.
If taxable income exceeds $50,000, the errors remaining after the adjustment are proportionately smaller if income is large and larger if income is
small. Assume a corporation has the following items of income and loss:
From Foreign

From All

Sources

Sources

Ordinary income

$50,000

$100,000

Net capital gain or (loss)

(10,000)

20,000

$40,000

$120,000

Total

The corporation's tax before credit, $40,500, consists of normal taxes and surtaxes of $34,500 on ordinary income and 30 percent of the net capital gain of
$20,000. Foreign ordinary income is one-half of all ordinary income and onehalf of the ordinary income tax of $34,500 should be assigned to it. Foreign
net capital loss reduces net capital gain by $10,000 and lowers the capital
gains tax by 30 percent of that amount. The pre-credit tax on foreign income
184.

The statute expresses the amount as "three-eighths of the excess of net capital

gain from sources within the United States over net capital gain." I.R.C. §904(b)(2)(A)(iii).
Net capital gain from sources within the United States exceeds net capital gain from all
sources only to the extent foreign loss is deducted in determining net capital gain. The
adjustment therefore becomes thiee-eighths of the foreign capital loss that is deducted from
domestic net capital gain.
185. I.R.C. §904(b)(2)(A)(ii).
186. I.R.C. §ll(b)(2), (d)(2). See note 171 supra.
187. I.R.C. §1201(a).
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is therefore $14,250. The new rules produce a credit limitation that is larger.
The limiting fraction, foreign source taxable income (initially $40,000) over
entire taxable income (initially $120,000), is modified by increasing the
numerator by three-eighths of the foreign net capital loss of $10,000 and by
reducing the denominator by three-eighths of the net capital gain of $20,000.
The limitation, so adjusted, is ($40,500) (43,750/112,500) = $15,750. Because the limitation is higher than the pre-credit tax on foreign income, it
allows more credit than is necessary to eliminate double taxation.
The infirmities of the foreign loss adjustment are essentially the same as
the weaknesses of the adjustments for net capital gain, and the adjusting rules
for both should therefore stand or fall together. The adjustments produce
limitations for corporations with modest taxable incomes that are further
from the pre-credit tax on foreign income than the unadjusted limitations.
The adjustments are nearly correct, however, for the large corporations that
claim the most substantial credits for foreign income taxes. The foreign loss
adjustment, like the adjustments for net capital gain, could be reformulated to
be accurate in all cases, but the adjusting rules would be very complex. 88
If amended to apply only to foreign losses that offset domestic net capital
gain otherwise taxable at the alternative rate, the foreign loss rule as enacted
may be the best available .compromise between the needs for reasonable precision and administrative feasibility.
The foreign loss adjustment is made only for corporations. The inequity
sought to be remedied by the adjustment also burdens noncorporate taxpayers,
whether or not they use the alternative tax. The following example illustrates
the problem. Assume the taxable income of an individual is comprised of
the following items of income and loss:
From Foreign
Sources

From All
Sources

Ordinary income

$5,000

$10,000

Net capital gain or (loss)

(1,000)

2,000

$4,000

$12,000

Total

Section 1202 allows the taxpayer a- deduction of 50 percent of his net capital
gain of $2,000. If no other deductions are allowable, taxable income is $11,000
and the pre-credit tax.under the rate schedule for unmarried individuals is
188. The adjustments would accurately reflect the consequences of deductions from
long-term capital gains if they were based on the ratio of the effective rates of tax on
capital gains and ordinary income respectively in each case rather than the fixed ratio
between 30 and 48 percent. The steps for computing such adjustments are described in the
section of this-article describing the adjustments for net capital gain. In the example used in
text, the steps lead t6 an increase in the-numerator of the fraction (initially $40,000) by
13.04 percent of the $10,000 net capital loss 'from foreign sources and a decrease in the
deiominator (initially $120,000) by 13.04 percent of the net capital gain of "$20,000. So
adjusted, the limitation is ($40,500) (41,304/117,392) = $14,250, and equals the pre-credit

tax on foreign income.
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$2,360.111 Because the section 1202 deduction is used in determining tax before
credit, the deduction for the foreign capital loss of $1,000 offsets gain only
one-half of which would otherwise be included in taxable income and has
the same effect as a deduction of $500 from ordinary income. Therefore, when
the foreign capital loss and ordinary income are matched in the numerator
of the limiting fraction, only one-half of the loss should be taken into
account. The numerator of the limiting fraction should consist of $5,000 of
foreign ordinary income, less $500 of the foreign capital loss. The limitation
should be ($2,360) (4,500/11,000) = $965. The existing rules require, however, that the numerator of the fraction be reduced by the full amount of any
allowable deduction that is allocated to foreign income. Because the foreign
capital loss is so allocated, the limitation is as follows: ($2,360) (4,000/11,000)
= $858. The limitation is therefore less than the pre-credit tax on foreign
income and double taxation is not fully abated if more than $858 is paid as
foreign income taxes. The inequity should be eliminated by enactment of a
rule providing that if net capital loss from foreign sources is allowed as a deduction from domestic net capital gain, only one-half of the loss is subtracted
from foreign ordinary income in determining the credit limitation. 19°
The suggestion just advanced would not, however, adjust the limitations
of noncorporate taxpayers to reflect the alternative tax provisions. Assume
an individual's ordinary income is taxed at an effective rate of 70 percent.
He has net capital loss from foreign sources that is deducted from domestic
net capital gain. The gain would otherwise be taxed at the alternative rate of
25 percent. The loss deduction reduces tax by only 25/70ths of the tax savings
flowing from an ordinary income deduction of like amount. The taxpayer is
obviously disadvantaged by the present rules that offset the loss, dollar for
dollar, against foreign ordinary income in the numerator of the limiting fraction. A rule that only one-half of the loss be taken into account in the
numerator reduces the disadvantage substantially, but does not eliminate it.
However, the reasons that led the Congress to ignore the alternative tax for
individuals when formulating the adjustments for net capital gain apply here
as well: The problem is not of great magnitude and rules correcting it would
be unduly complex. 1 1
CONCLUSION

The complexities of the adjustments for capital gains and losses suggest
that the Congress intended them to be precise. They are not. The overall
limitation is an approximate device. Modifications and adjustments can smooth
189. I.R.C. §l(c).
190. The language of the adjusting rule for corporations may be adopted as follows
to make a rule for other taxpayers: "In the case of a taxpayer other than a corporation,
any net capital loss from sources without the United States to the extent taken into
account in determining capital gain net income for the taxable year shall be reduced by an
amount equal to one-half of the excess of net capital gain from sources within the United
States over net capital gain." Compare I.R.C. §904(b)(2)(A)(iii). If the Congress, on the other
hand wishes to enact a rule that can be understood, it may choose other language.
191. See text accompanying notes 177-180 supra.

Published by UF Law Scholarship Repository, 1977

53

Florida Law Review, Vol. 30, Iss. 1 [1977], Art. 2
1977]

FOREIGN INCOME TAXATION

CREDIT

93

some of the rough edges but cannot bring precision without wholly engulfing
the general rule.
The adjustments cannot be condemned merely because they are less than
accurate in many cases. They should be accepted as progress if they reflect
an appropriate balance between the need for correctness in substantive
result and the need for rules that can be administered feasibly. The adjustments that reflect the preferential rate on net capital gains, and the related
rule for foreign capital losses of corporations, cause the limitation to approximate more closely the pre-credit tax on foreign income for the taxpayers that
claim a large majority of all credits for foreign income taxes. They should
be amended to make them inapplicable to corporations not using the alternative tax provisions and to add a rule that only one-half of a foreign capital
loss of a noncorporate taxpayer be taken into the limitation arithmetic if the
loss is a deduction from domestic net capital gain. So amended, the rules,
although reflecting a degree of complexity that goes to the outer bounds of
administrative feasibility, may be characterized as progress.
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